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IAS training 


meets individual needs 


Each IAS training program is “tailored to fit” the needs of the 
individual. This is accomplished through the IAS elective plan 
embracing 250 comprehensive study assignments, covering a 
wide range of accounting and management subjects. 


After general 


accounting principles have been mastered, each 


IAS Diploma Course student selects from 14 electives those lead- 
ing to his specific training objective. The electives currently 
available (with the number of comprehensive study assignments 


indicated) are: 


Basic Auditing (10) 

Public Auditing (20) 
Internal Auditing (20) 
Basic Cost Accounting (10) 
Advanced Cost Accounting (20) 
Corporation Accounting (10) 
Financial Analysis (10) 
Business Statistics (10) 
Management Control (20) 
Economics (10) 

Office Management (30) 
Accounting Law (10) 
Federal Income Tax (10) 
CPA Coaching (20) 


With this broad curriculum at his command, each IAS student 


can study first 


those subjects needed immediately and can then 


broaden his knowledge of accounting and management through 
study of additional electives. 


The special 50th Anniversary Edition of the school’s 
catalogue will be sent free upon your request. Just 


send a 


postcard or letter to LAS at the address below. 


INTERNATIONAL ACCOUNTANTS SOCIETY, INC. 


209 WEST 


A Correspondence School Since 1903 


JACKSON BOULEVARD « CHICAGO 6. ILLINOIS 
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“Through direct savings and increased efficiency, No matter what the size or type of your 
we save $48,000 a year with our National a 2e ee oe ee 

: " . . : pay for themselves out of the money they 
Accounting Machines. This repays their cost save. National’s exclusive combination of 


every 19 months. time-and-money-saving features does up to 
“ eal : % of the work automatically. Your nearby 
The task of completing large weekly payrolls National representative—a systems analyst— 


within a limited period of time is no longer a will show how much you can save with 

problem. Work effort as well as time has been greatly National Accounting Machines and Adding 
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management and office personnel. 
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A nnouncing * « « « « @ new work that treats internal auditing as a 


management tool, and explains its objectives, aims and responsibilities. 


INTERNAL AUDITING FOR MANAGEMENT 


by FRANK A. LAMPERTI and JOHN B. THURSTON 


The entire objective of this new book is 
to raise the standard of auditing so that 
it may render even greater services to its 
management. In addition, it places be- 
fore you the concepts of internal auditing 
as id ween and not yesterday. 
Here are only a few reasons why this 
practical new book can help you. For 
example, you'll see how it: 

* emphasizes the techniques of internal 
auditing 

stresses the auditor's responsibility to 
management in appraising and evalu- 
ating management's policies and pro- 
cedures in actual operation 
establishes the internal auditing func- 
tion as a means of direct communica- 
tion, bridging the gap between man- 
agement and action 

describes and delineates in detail the 
new technique of the auditing survey 
as differentiated from technical de- 


tailed auditing verification of the ac- 
curacy of records 


* places auditing in the sphere of a 
management control tool rather than 
that of a detailed verification of ac- 
counts. 


See for yourself how valuable this new book can 
be in your work. Order your copy today. Use 
coupon below. 


Prentice-Hall, Inc., Dept. C-AC-34 
70 Fifth Avenue, New York 11, N. Y. 


Please send me a copy of Internal Auditing 
for Management by Lamperti and Thurston. 
Within 10 days | will either remit $8.65, 
plus a few cents postage, in full payment, 
or return the book and owe nothing. 


Name 
Address 
City... Zone State 


(1 SAVE! Send $8.65 with this coupon and 
we'll pay postage. 
Same return and refund privilege. 
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Check the excellent career opportunities with Prudential before you 


decide on an accounting position. 


The Prudential offers these advantages: 


* good starting salary 


¢ regular salary increases 


* opportunity for promotion 


* broad employee benefits 


* excellent training program 


Come in. . 


Visit or write: 





Home Office: 


. check your career opportunities 


THE PRUDENTIAL EMPLOYMENT BUREAU 
213 Washington St. (Ist floor) Newark, N. J. 
Monday through Friday 


8:30 to 4:40 


THE PRUDENTIAL INSURANCE COMPANY OF AMERICA 
A MUTUAL LIFE INSURANCE COMPANY 


Newark, N. J. 
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THE PRESIDENT’S PAGE 


NE of the pleasant little tasks which goes along with being your newly-elected 
president is the opportunity of sending a personal message through this page of 
the Internal Auditor to each one of our members, especially to those whom I have 


not seen at the Annual Conference or whose chapters I have not had the good fortune 
to visit. 








Have you ever stopped to think just how you acquired the knowledge of internal 
auditing theory which you now possess and the internal auditing practices which you 
follow? I will venture to say that very little of the theory or practice represents orig- 
inal thinking on your part; undoubtedly most of it came to you by someone else shar- 
ing his internal auditing knowledge with you. From my own personal experience, I 
know that is so. The simple thought of acquiring and sharing knowledge prompted 
me to recommend the theme which I sincerely hope we will all try to follow during 
the current INstITUTE year: 


“PROGRESS THROUGH SHARING INTERNAL AUDITING KNOWLEDGE” 


There are many ways in which we can accomplish this “Progress Through Shar- 
ing” so that all of us may participate in one way or another. 
1. We can write books or we can submit articles to the “Internal Auditor” and 
other technical publications. 
Some of our knowledge can be shared by presentation of talks at Annual Con- 
ferences, Regional Conferences and Chapter Meetings; we can also talk before 
other organizations, school and college groups. 
3. We can just sit down with the other fellow either at Chapter Meetings or in 
his or our office and swap information. All we have to do is provide the time 
and the place; dividends will follow for all participants. 


to 


There are many other ways in which we can make “Progress Through Sharing 
Internal Auditing Knowledge.” Just remember that you and I have gained our In- 
ternal Auditing knowledge through someone else’s “Sharing” so let us in turn be 
generous with our time and efforts in sharing our knowledge with others. At the same 
time, we must recognize that we still have a lot more we can learn ourselves through 
closer contact with other fellows in our profession. 


In that way you will make progress, the other fellow will make progress, our 
Institute will make progress and the profession of Internal Auditing will make 
progress . . . and all of this progress will be 


“PROGRESS THROUGH SHARING” 
—R. E. Noonan. 
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WHAT DO THESE TOOLS FOR DEFENSE MEAN TO 





YOUR BUSINESS? 


These machines are a momentous ad- 
vance in electronic computing. They 
combine the great storage capacities and 
speeds of cathode ray tubes, magnetic 
drums and tapes with the tremendous 
computing speeds of electronic tubes. 

Experience gained in designing these 
scientific units and producing them in 
quantity brings new machines for mod- 
ern business far closer to production. 
Specifically planned for business, they will 
be more versatile and more powerful 
than any business machines now in use. 





INTERNATIONAL BUSINESS MACHINES 
590 Madison Avenue, New York 22, N. Y. 


THE IMPORTANT FACTORS OF A 
SUCCESSFUL INTERNAL AUDITING 
PROGRAM* 


By ARTHUR H. KENT 


Lockheed Aircraft Corporation 


Here Mr. Kent presents the results of a study, based on the con- 
sidered opinions of fifty-eight selected members of Tue Institute to 
find out what specific “factors” contribute most importantly to the suc- 
cess of a company’s internal auditing activities. His analysis of the 372 
separate opinions presents a remarkably clear picture of an over-all 
program. 


ACH of us has a job to do. We should like to do it as well as it can be 

done. To succeed in any undertaking, we must work with all our 
will. But that is not enough. We must work intelligently. We must recog- 
nize the important ingredients of success, and we must be keenly aware 
of the factors that will discount the attainment of our hopes. 


As Internal Auditors—whether we are Chief Auditors or simply 
Auditors—we like to feel that pride which comes from knowing that 
we are a part of an organization that has clear and sound objectives, 
that is a well-organized team of high morale, one which is respected and 
which is progressing steadily into an ever-increasing sphere of useful- 
ness in the affairs of our company. 


A Symposium 

I stated a moment ago, that intelligent and not merely hard work 
was the pre-requisite to success. In turn, the pre-requisite to intelligence 
is humility, the honest admission that no one of us— irrespective of 
personal ability—is so wise that he cannot benefit from counsel or sug- 
gestions from his associates, whether they are of higher or lower rank 
than he is. 


As I thought about the subject assigned to me, I saw the possibil- 
ities of a somewhat different technique of preparing my talk. Gener 
ally, the speaker prepares for his talk by doing some thinking and read- 





*Delivered at meeting of Los Angeles Chapter. 
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ing, and then presents his personal views on the subject. I thought, how- 
ever, that perhaps to quite an extent I could act as the mouthpiece of 
many other men interested in the subject of Internal Auditing. (Speak- 
ing as the Voice of Experience, I'll tell you that the usual method of 
preparing a speech takes much less time than the job I undertook). 


Tonight as we discuss ways and means of building and maintain- 
ing a sound, successful Internal Auditing program, I bring you some- 
thing that is unusual. It is a symposium—a collection of opinions. 
Through my lips tonight, many members of Tue INstrrure will speak. 
We have all been in discussions when everyone was trying to get the 
floor at the same time—everyone wanted to air his views. Tonight, scores 
of people will have their say, but there will be no confusion, for only one 
voice will be heard. 


I decided that I would seek the view of the members of the Los 
Angeles Chapter, and those of a score or more of members of other Chap- 
ters—men who had given much time and thought to the subject I was 
to discuss. 


These expressions would represent the thinking of men in many 
and different type companies, and members of both large and small 
staffs. They would come from men whose companies had carried on 
Internal Auditing activities for many years, and from others where 
Internal Auditing was not so far advanced. We would get the views of 
Chief Auditors, and of men who carry on the detailed work of auditing. 


Such a cross-section of opinions—although not designed along so- 
called scientific, random-sampling lines (such as the Gallup polls) 
should, or so it seemed to me—be both interesting and useful to all who 
are endeavoring to raise the status of our profession. 


At this point, let me make one thing clear. I had no expectation 
of receiving some new and startling formulae of how to be successful. 
Practically all of the factors listed would no doubt be familiar ones. 
Since, however, there were limitations on the number each voter could 
list, the order of importance as indicated by the listings would be inter- 
esting. The definitions and amplifications of the broad factors would 


MR ARTHUR H. KENT, of Lockheed Aircraft Corporation, was formerly Gen- 
eral Auditor, Standard Oil Company of California. He was born and educated in 
England. Mr. Kent is a speaker and lecturer of note; he has lectured at several of the 
leading universities in his home state of California and has written extensively for 
publications of various professional societies. Mr. Kent was honored with the first 
Thurston award for his article “The Profession of Internal Auditing.” 


Mr. Kent is a member of Tue Instirute or Internat Avuoprrors and he is 
presently serving Tue InstirutTE as a member of the Committee on Internal Auditing 
Principles and Practices. 
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reveal the voters’ closer thinking. This too should help us. Unusual ex- 
pressions and factors only mentioned by a few would give food for 
thought. In addition, this recitation of viewpoints would serve all of 
us as a “refresher course,” a check-list of our policies and activities. 


In discussing the replies to the Questionnaire, I shall first give you 
a tabulation of votes, segregating them into thirteen broad classifica- 
tions. Then I shall attempt to gather the varied comments into a com- 
posite picture of each of these classifications, and in each case add a 
few remarks of my own. 


THE QUESTIONNAIRE 


In the Questionnaire we sought information on three matters: 


1. What are the things that must be recognized clearly and stressed 
continually in the administration of an Internal Auditing org- 
anization, in order that its activities shall be afforded the great- 
est possibilities of success? 


2. Apart from failures in the things listed under Question Num- 
ber 1, what factors would hurt or lessen the effectiveness of our 
efforts? 

3. 


Recognizing that some of the factors stressed in the preceding 
questions might not be so applicable to a new or small staff, we 
sought some counsel on behalf of those who are in the latter 


group. 


There was a purpose in limiting the factors requested in Question 
Number 1 to five—although some of you got round it by giving com- 
pound answers. We wanted you to be faced with the demand to crystal- 
ize your thoughts, to give a definite priority to the many factors which 
would come to mind. If at your first attempt you listed—say, ten, we 
tried to make you choose, to weigh their relative importances in your 
mind, and to determine what factors should receive first and outstanding 
attention. 


It could be that in answering Question One you might subcon- 
sciously lean a little to listing those factors which have been most heav- 
ily publicized in professional discussions and literature. (The very fact 
that they have been so emphasized, of course indicates that they are 
important). Nevertheless, here and there, you might have answered 
“by the book,” so to speak. 


When, however, you started listing “danger factors,” (Question 2), 
you were revealing things that were close to the surface of your mind. 
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Hence, if we transposed these “don'ts” into “do’s”—‘“negatives” into 
“‘positives”—we would receive an indication of some things that you 
really considered quite important. 


For example, if you said that an auditor whose attitude irritates 
people will hurt your program, you were saying that successful activi- 
ties require auditors whose bearing and general conduct contributes 
to that mutual co-operation which is essential to success. 


Since other replies said just that as a Question One factor, we com- 
bined the positive and negative replies and listed them under Question 
One. 


RESULTS OF THE POLL 


The poll represents the viewpoints of 58 people, members of staffs 
ranging in size from two to 150. The total number of Internal Auditors 
of these Staffs was approximately one thousand. 


It was to be expected that because of the varied nature of the com- 
panies represented, there would be some differences of opinion. I had 
assumed, however, that it would not be too difficult to recapitulate them 
on a spread sheet. I was quite mistaken. Seldom was there a reply in 
which the factor was listed in the same words. There were differences 
of emphasis and manner of expression. It was necessary to analyze the 
amplifications. There were compound answers containing several fac- 
tors, which others had listed separately. Out of all this, I finally listed 
372 votes. 


I feel that these differences of expression have added considerably 
to the picture. The particularizations of the broad classifications enable 
us to discuss not glittering generalities, but specific interpretations of 
what is meant, spelled out at considerable length. 


I wish that I had time this evening to read to you some of the quite 
detailed comments offered. As Herb Cobb, last year’s National Presi- 
dent, said in his letter accompanying the return of his Questionnaire, 
“The little research questionnaire that you sent me could easily involve 
the writing of a whole book.” Indeed it could, and a very useful book 
it would be. 


"SUCCESS" FACTORS 


Here then are the thirteen broad classifications, which I list in the 
order of the votes given to them. Keep in mind that the total for all 
classifications was 372, 
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Position Factor Votes 

Competency and characteristics of Staff members 63 

2 Acceptance and support of management and 
supervision at all levels 60 
3 Organizational Status 44 
4 Audit program concepts 33 
5 Staff policies 32 
6 Selection of Staff 31 
7 Audit reports 28 
Training of Staff 26 
9 Administration of Staff 18 
10 Audit planning (schedules) 13 
11 Conferences—prior to report issuance 11 
12 Outside accountants 7 
13 Miscellaneous 6 


In discussing these classifications, I shall take extracts from specific 
statements made by various auditors and weave them together to form 
what might be termed a “composite picture.” To this, I shall add certain 
comments of my own. 


THE STAFF — COMPETENCY AND CHARACTERISTICS 


More of the voters commented on this subject than on any other. 
There is no question of its outstanding importance: The Staff is the 
working army. It is the vehicle for carrying out programs and policies, 
and achieving its objectives. Results will depend largely on the Staff. 


In passing, however, I might state that the majority of those who 
voted were audit managers or supervisors. Perhaps if the ballot had been 
confined to non-supervisory auditors, they might have said that the 
most important element of success in the program was to get competent 
managers and supervisors—and they might have been right at that. 


As serious a problem as this is, I am going to use a light touch in 
discussing it. 


As I read the specifications, I seemed to see many chief auditors 
leaning back in their arm-chairs, and dreaming of what life would be 
like if they could get an ideal staff. The composite reads like one of 
those dream-teams picked by golfers—where they say they would like 
to have Sam Snead to do the driving, Lawson Little to hit the brassie 
shots, Bennie Hogan to do this or that, Bobbie Locke to putt, etc. etc. 


Here is the voters’ composite “dream auditor.” The dreams in- 
volved competency, viewpoint, attitude and development, 








12 The Internal Auditor 


35 desired auditors who were experienced and professionally comp- 
etent, who clearly understood auditing objectives, whose thinking 
was constructive, and who would command respect by reason of 
their fairness, the quality of their auditing and their reporting. 
They would be thorough, but speedy. 


(Well, that’s a fair start, but here’s some more.) 


18 wanted men who were analytically-minded, who thought in 
terms of management at all levels, men who were acquainted with 
the company and the industry, and with the company’s policies, 
procedures, controls and operations. 


(Begins to sound like a high-grade auditor. ) 


Some further emphasized the matter of general conduct and bear- 
ing, avoidance of a “policeman” attitude for one thing, and the 
“ivory tower” or “superior creature” attitude for another. 


(Well, that’s all right, too.) 


Others felt that an auditor, along with everything else, should be 
studious. He should read all the professional literature, keep up 
with all the changes in company policy, procedures, and personnel, 
etc. 


One excellent point was made—particularly applicable to seniors, 
supervisors, and managers. It was that they should cultivate the ability 
to express ideas clearly in terms of the particular audience. In addition, 
therefore, to the ability to express their thoughts in writing, they should 
be clear and fluent speakers. 


The Chief Auditors dreamed on. They visualized the worlds they 
would conquer with every man on their staffs meeting these specifica- 
tions. Then the alarm clock went off, and it was time to go to the office. 


Gradually, the dream grew fainter. They started to think of their 
salary scales, and sadly conceded that it would be difficult to get these 
wonder boys for a few hundred dollars a month. They began to think 
that all things considered, they had quite a fine set of men, men who had 
many of the qualifications and characteristics of which they had 
dreamed—at least to a reasonable degree. 


Super-Suspicion 


Let me say a word or two about the “policeman” attitude that 
these men didn’t want present on their staffs. Among other things, it’s 
an excuse for telling a story I like. I'll call it: “Thoroughness—but not 
an everlasting radiation of suspicion.” 
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We all dislike audit conclusions that are not substantiated by dem- 
onstrated facts. We insist on our auditors being thorough. Some auditors 
with very little digging render a verdict that things are satisfactory. 
Others—not only old-type auditors, but even some of the young fel- 
lows—are suspicious of everything. If something, even after consider- 
able examination, appears good, they feel that it can’t be so—there must 
be a catch somewhere. 


Perhaps early in their careers they had heard a story somewhat 
similar to the one I’m going to tell you—and from there on, suspicion 
of everything entered their blood-stream. 


A member of the F.B.I.—a crack revolver-shot—visited a village. 
As he strolled around he noticed on the side of garages and on barn- 
doors a great many painted targets. On examining them, to his amaze- 
ment he found that every shot-mark was square in the center of the 
bull’s-eye. 


He made inquiries as to the identity of the marvelous shooter. He 
was told that it was the village idiot. On meeting him, he said, “I’ve 
never seen such accuracy; every shot is dead center. How in the world 
do you do it?” The village idiot said, ““That’s easy. I shoot first, then I 
paint the target around the shot.” 


The F.B.I. man was suspicious for the rest of his life. Finally he 
quit the F.B.I. and became an auditor (of the old school). 


ACCEPTANCE 


Since sixty people voted this factor as outstandingly important, 
there is perhaps little need for me to discuss it at any length. The essen- 
tial difference between the old-type Internal Auditing (checking and 
verification of accounting documents) and the modern concept (man- 
agement service) is bound up in this term “Acceptance.” 


There were three factors emphasized by the voters: 


1. Appreciation of audit usefulness and active support by Top 
Management. 


2. Understanding and support by all levels of supervision. 


3. The matter of salesmanship where an Internal Auditing staff 
does not have this acceptance. They say that it should not take 
the attitude of “that’s all there is to it.” It should get busy, plan 
a program and show some salesmanship ability. 


Certainly, until your program is recognized as valuable by Top 
Management, you'll not get far beyond simple accounting verification 
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auditing. Too, if you have tacit recognition by Top Management, but 
do not have the cooperation of lower levels of supervision, your wheels 
will drag. 


To be a successful member of this new profession you must have 
acceptance by the management and supervision of your company. If 
you have it, fine. If you haven't, you will need to find some way of get- 
ting it. Until you do, you are not even off the starting-line in the race 
for success. 


ORGANIZATIONAL STATUS 


This subject was listed very frequently as being of extreme import- 
ance to the success of an Internal Auditing program. There were four 
principal statements made. 


19 said that the Staff needed that independence which is provided 
by reporting to a high official. 


7 said that there should be a published statement by Top Manage- 
ment of the functions of the Staff, so that all company employees 
would be aware of them. 


18 dealt with the subject of “staff” and “line”; six of them said 
specifically that the Staff must carefully avoid taking any action 
that savored of a line agency (giving instructions, demanding 
action, etc.); and eight of them said that the Staff should not be 
assigned to line jobs of any kind—except in a dire emergency. Some 
very strong statements were made on this subject. I suspect that 
they were based on personal experiences. 


This latter point is important. It is very easy for company people 
to get the idea that the Staff is a pool of quality men available to help 
out here and there when some organization gets into a muddle, or is 
behind in its work. Once started, the calls come oftener. However, if 
the Top boss says “you are wanted,” what else is there you can do? 


STAFF POLICIES 


As should be expected, many voters discussed staff policies. Assum- 
ing that we have a sound program accepted by management and that 
we have gathered together a competent staff, what should be the policies 
of those who administer staff activities? These policies will play an 
extremely important part in the development of staff success and result- 
ant prestige. 


Obviously, certain of the other broad classifications I have listed 
are in the nature of policies. Selection methods, training activities, rules 
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as to style of reports, conferences with organizations audited, etc.—all 
these are settled courses of attitude and action, hence policies. 


In addition, however, there were five policies called for by the 
voters. I state them essentially in the words they used—with some 
slight amplifications of my own. 


1. The insistence on and continual development of a “construc- 
tive” rather than a “critical” attitude; or, as some express it, 
“selling a program, in preference to ramming it down people’s 
throats.” 


to 


The continual emphasis that Internal Auditing is a distinct pro- 
fession and that it must not lean too heavily to a Public Account- 
ing style. Each of these professions has its particular field; and 
its organization, methods, reports, etc. will naturally differ. 


3. Complete recognition of the fact that the Internal Auditing 
activities constitute a unique “training ground” for promo- 
tions to other and higher positions in the company. The Staff 
management should sell this idea to Top Management and to 
the staff members. 


4. Staff managements should strive to obtain a high enough salary 
level for its employees to attract and hold high-grade men 
until they can send them on and up to still better positions. 





Or 


A policy of developing and maintaining high morale. This 
doesn’t mean softness and pampering of staff members. It does 
mean fair, understanding and helpful treatment, and with that 
a quiet demand for high standards of competence. I touch on 
this subject further under the classification of “Staff Admin- 
istration.” 


Those are all good policies. There are others. Whatever the poli- 
cies may be, however, they should be stated clearly in writing; and what 
is more important, they should be recognizable in action. There is no 
value in describing idealistic policies if every-day activities do not make 
them realities in practice. 


SELECTION OF STAFF 


The over-all statement that new staff members should be selected 
according to definite specifications, tailored to meet the particular re- 
quirements of the company, is an obvious one. 


Quite a number of voters stress the thought that if the Auditing 
program is a broad one, then so much emphasis should not be placed 
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on Public Accounting background that other experience is discounted. 
Quite a few say that they like men from their own company or industry. 
Others emphasize that the staff should be balanced by including a few 
men with experience in other than the technical accounting field. 


Eudcation—formal as well as financial—is stressed by some. Others 
say that the hirer should do his best to detect analytical ability; while 
quite a number lay stress on personality as well as competency. 


Now, probably most of you keep these things in mind. Maybe 
some emphasize certain ones more than others. If so, give a little thought 
to the factors you don’t lean to so much. 


In the company-wide poll made by Tue INnstirute completed last 
year, it was found that 50% of the Staffs were selected from within 
the company, 20% each from Public Accounting firms and direct from 
colleges, while 10% were men who had been engaged in corporate 
accounting. 


Personally, I think the composite picture is a good one. Select men 
who have a background of education—particularly accounting. If your 
program is broad, aim for a staff well-balanced in experience. Look, 
however, beyond the Application Blank with its listing of schools and 
degrees, its listing of firms which have employed the man. Try to gauge 
his personal qualities and characteristics—and his personality. He must 
be competent, but he must be able to get along with people. He should 
be of the type that seems to fit into your particular organization. 


STAFF TRAINING 
This is the composite of what was said on this subject: 


Emphatically, there should be a definite concept and an organized 
program of developing the individual members of the Staff. It must 
never be a hit-or-miss program. 


A competent staff is all-important. You select new men as care- 
fully as possible; but the shaping and polishing of these new men into 
a high-class staff is accomplished by specific training. 


Specifically, the voters spoke of staff meetings, of on-the-job train- 
ing, of teaching audit techniques, of emphasizing studies of company 
operations and problems, of learning to speak the language of opera- 
tions, of emphasizing the modern concept of Internal Auditing. 


One point especially emphasized was that of a specific objective in 


this training—that of helping auditors to grow and become fit for bigger 
jobs in their companies. 
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There is nothing I need add to these statements. I believe clear 
ideas as to training, a specific program of events, a sympathetic interest 
and helpfulness to all staff members is a basic element of Internal 
Auditing success, and it certainly helps to maintain staff morale. The 
Chief Auditor should take a personal part in these training programs. 


AUDIT PROGRAM CONCEPTS 


This was a popular subject. The composite specifications would read 
as follows: 


Make it broad in scope and company-wide, not limited to account- 
ing verification. Base it on providing management with information as 
to conditions in various company activities. Keep pace with changing 
operations. See your objectives clearly. Direct efforts to controls, trends 
and conditions. Don’t spend much time on matters of minor importance 
to the business program. 


Some voters, agreeing with this program, however, offered a warn- 
ing. They said, “Be comprehensive, but not above your ability to be 
thorough.” “Don’t be over-ambitious.” “Don’t get too deep into tech- 
nical subjects, unless you have auditors equipped to do so.” 


One voter met this argument broadside on, by saying “Never limit 
your work to subjects with which you are familiar.” 


Now that sounds like a first-class brawl; but there is not so much 
difference in views as might appear at first sight. I think we can at least 
partly reconcile the situation if we consider certain facts. 


Many Internal Auditors are the offspring of an Accounting course 
in college, and a term of service with a Public Accounting firm. At the 
outset, therefore, audits of accounts will be the type with which they 
are familiar. If they are to deal only with such audits, they will never 
be Internal Auditors under the modern concept. Therefore, it will be 
necessary that they commence audits of operations—with which they 
at the outset will not be familiar. 


Some of such audits can be approached on a quite common-sense 
basis, asking basic questions, with one question leading to another. Al- 
though the auditor may be ignorant in some respects, that is an advant- 
age—since he will be objective. He is not bound in his thinking by 
tradition, by what has been done in the past. If he is cautious, seeks 
information, listens as well as talks, and keeps his mind open, his objec- 
tivity and analytical training may produce some useful ideas. 


But there is a difference between unfamiliar subjects, which, how- 
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ever, can be grasped to a reasonable degree by an intelligent, analytical 
mind—and highly technical or scientific subjects. 


The auditor may never have been a Purchasing or Personnel man, 
etc., but there is no reason why he cannot audit such people, and do a 
quite thorough job. He could not, however, go beyond the routine 
aspects of the organizations of Research Engineers, Geologists, and the 


like. 


So there is the picture of what our voters think should be our 
program. Certainly it should be as broad as management will permit. 
Until we go beyond accounting verifications, we are not doing the com- 
plete job of an Internal Auditor. Be practical, be thorough, be ambitious 
—but not ambitious beyond our powers. Our program tells the story 
of whether we have the true concept of the distinctive profession of 
Internal Auditing. 


AUDIT REPORTS 


Twenty-eight people stated that the quality of Audit reports was 
an extremely important factor in any audit program. This viewpoint 
was based on the general concept that the final act, the continuing 
record of the work of the auditor, is the report—and that by these re- 
ports the Audit Staff is very largely judged. 


Here is a subject always of interest and often of controversy. 
Everyone wishes help; yet everyone will debate with each other as to 
their views. 


The Composite Picture. It deals with style of language and format 
of reports. It also includes the matter of follow-up of matters requiring 
action. In general, the comments were those which might have been 
expected; however, one unusual and interesting point was discussed. 


The general remarks stressed that the language of reports should be 
clear, direct, simple, impersonal, but definitely interesting. Technical 
language should be held to a minimum. 


Favorable as well as unfavorable conditions should be reported. 
Data should be scrupulously accurate—since one misstatement of fact 
might jeopardize an entire recommendation. 


The report should be well-organized; arrangement, segregation of 
material, captioning and general style receiving close attention. An 
attractive-appearing report has a better chance to receive attention than 
one which is dreary in appearance. Consistency in arrangement is desir- 
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able, but an unusual condition may demand an unusual treatment. Re- 
action of the reader is more important than coventionality. 


Format is affected by the size and nature of the report. A lengthy 
one, such as one covering an entire organizational unit, must not only 
be well-organized, but freely captioned and various selling techniques 
used to capture and maintain interest throughout its reading. A short 
report is more in the nature of a letter, hence it will not require all of 
the format techniques of the brochure-type report. 


Up to this point, I think that there is little difference of opinion; 
but one issue was indicated in some of the replies which I should like to 
develop a little, since it is quite unusual. In order to do this as well as I 
can, I shall quote and then amplify these quotes by my understanding 
of what was behind the remarks and from various conversations which 
I have had with Internal Auditors. 


The subject is the professional type of reporting. 


The word “professional” was used by a number of voters. One said, 
e.g., that a good professional style of writing was essential. Several others 
used such remarks as: “Keep professional atmosphere out of the reports, 
talk simply and naturally,” “don’t talk down to the reader” (from a 
professional pedestal), etc. etc. 


First, let me say that I don’t believe these viewpoints are as far 
apart as they might appear to be; nevertheless I detect an interesting 
difference in basic approach. It is worth exploring for a moment or two. 


We know that although most of us agree on the general theories 
of report-writing, in practice we do seem to differ at various points. 
Perhaps somewhere in this area of difference is the problem suggested by 
this question of professional style. Let me try to set up the two lines of 
approach. If I exaggerate them slightly it is only to make the basic dif- 
ference clearer. 


The proponents of the “professional” style might express their 
viewpoints something like this: “We are professional men. We must 
never lose sight of that fact. Our readers expect our reports to carry a 
professional atmosphere. Our language should be dignified, precise, 
somewhat formal, and quite restrained. In order to maintain our atti- 
tude of independence, our reports should always reflect an atmosphere 
of speaking from the sidelines—so to speak.” (Probably few go quite 
that far, but it gives the general idea.) 


The opponents of the “professional” style seem to believe that al- 
though such a style when used by the Outside Accountants is recognized 
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and accepted, that it is quite wrong for an Internal Auditor. The latter 
is not a Public Accountant practicing within a corporation. He is first 
of all a company employee, and second a professional man. 


He should write to Management in management language. He 
should be precise as to facts, but the less formal, stiff-collar language 
used the better; the less uniform, professional sounding phrases the more 
likely are his comments to register in the minds of people who think 
and talk in direct and expressive terms. Independence to him means 
only freedom to express opinions and even ideas leaving to Management 
the matter of decisions. He shouldn’t have a ‘side-line’ tone in his re- 
ports, since he is a full-fledged member of an active organization. 


It is an interesting problem, and worth considering. 


Follow-up. A few discussed ‘follow-up’ of audit findings. Each 
agreed that there should be an organized program. One thought it was 
the auditor’s responsibility to follow through for assurance that recom- 
mended action had taken place. Others stated that it definitely was not 
the responsibility of the auditor, but that of line management. 


STAFF ADMINISTRATION 


Some factors were mentioned more frequently than the one dealing 
with the “Administration of the Staff.” Yet the expressions used by those 
who did discuss it were so clear and emphatic as to warrant some quota- 
tions and comments. 


I should point out also at this time, that certain other of the broad 
classifications, which I have made in reporting the poll of opinions, are 
in fact connected with this matter of “Administration.” Staff policies, 
training, programs, etc. are definitely affected by the characteristics 
and viewpoints of the Staff administrators. 


It has been said that “an organization is but the shadow of its 
leader.” A similar quite common expression is “like master, like man.” 
These expressions briefly and aptly picture a situation that has been 
demonstrated over and over again. An organization with high morale 
tells you that its chief takes a keen, personal, and sympathetic interest 
in his men. An organization whose programs and objectives seem vague 
and uncertain is a simple reflection of its leader. 


The replies to the questionnaire which discussed “Administration” 
in some instances touched on administration below the level of the 
Chief—such as “sufficiency of supervision.” In general, however, they 
attempted to define the type of a Chief Auditor necessary to a success- 
ful Internal Auditing program. 
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I have combined the expressions of a dozen or more Internal 
Auditors, so as to give you the composite picture. 


The composite picture. The right type of man must head the staff. 
There must be competent direction. In addition to professional ability, 
he must be a good administrator and a good salesman of ideas. 


He must carry the confidence and respect of Senior management 
and company employees in general. He must never permit himself to 
be complacent and stay in a rut. He must be possessed of imagination 
to vision internal auditing possibilities. 


He must be personally interested in each member of his Staff, and 
he must hold his professional respect and personal liking. He must 
recognize the importance of creating and maintaining a high degree of 
staff morale. 


Comments. To that picture (by which every Chief Auditor should 
examine himself) I can add but little. 


It is indisputable that there may be a capable staff, and an oppor 
tunity provided by management—and yet the program may not achieve 
what it should, by reason of some weakness in its leader. 


His concepts and objectives must be clear and definite. The imag- 
inative faculty—to which some referred—must be vital, but harnessed 
by a continuing, close-up contact with the practical problems and needs 
of his company. 


The equipment he uses to achieve his objectives is the Staff. He 
must know each of his men intimately, their competencies, their weak- 
nesses, and their personal attitudes. If they are to give him their best, 
then he must first give them all of his interest and continuing counsel. 
He must develop their respect and warm loyalty; treat them as men 
with personal lives, with ambitions to get ahead in their business careers. 
And he must actively help them to do so. 


So we see that a great responsibility rests on the Chief of the 
Staff. He carries a heavy load—but that’s what he gets for being con- 
sidered capable enough to hold the job. 


AUDIT PLANNING (Schedules) 


The thirteen people who rate this as highly important all emphasize 
that there must be a clear outline of work for the year. 


A majority emphasize that in laying out the audits, the time should 
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be distributed in ratio to the importance of the various audits from a 
management standpoint, and from the degree of control existent. 


One (probably speaking from his own experience—and probably 
that of many others) states that having laid out the schedule you should 
fight hard and cling tenaciously to it. If you don’t your auditing efforts 
are going to be dissipated. 


With any at all sizeable staff, a planned program, month by month, 
auditor by auditor, is a necessity. Realistically, we know that the sched- 
ule made at the first of the year hasn’t a chance of standing up in its 
entirety all year long. It is true, however, that if it is continually chang- 
ing, we must watch carefully that somewhere in between these changes 
we are not having auditors with idle time. 


What is true as to the over-all schedule is also true of the individual 
audit. It should be laid out, time budgeted in general terms, and such 
estimates compared with time used. 


Planning is indeed an outstanding factor of success. 


AUDIT CONFERENCES 


Eleven people listed as among the important factors of building a 
successful program the open and frank discussion of audit findings with 
the audited organization, prior to the official publication of the Audit 
report. Some particularly emphasized that careful and intelligent ex- 
planations of the reasons for the auditors’ views be made. 


It is taken for granted that audit findings will be discussed as the 
audit proceeds, so that opportunity shall be provided to subject these 
findings to any possible rebuttals—but the ‘conference’ idea is some- 
thing further. 


The method of carrying out these conferences varies. They may 
range from a series of reviews with successive levels of supervision to 
a single meeting with all concerned. This is a matter of opinion and 
convenience, the important thing is that we play fair, that we provide 
full opportunity for the audited organization to know what we are in- 
tending to say in our report, and to give them an opportunity to present 
their views. 


OUTSIDE ACCOUNTANTS 


Seven of my correspondents brought the Outside Accountant into 
the picture. Specifically, they said three things; a general statement 
that there should be close and mutual co-operation; that Internal Aud- 
itors should work with, but not for the Outside Accountants; and that 
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Internal Auditors should gain the interest and respect of their Outside 
Accountants. 


I am sure that we all agree. The Public Accounting profession has 
done much to help Internal Auditing, emphasizing to management the 
importance of a strong Internal staff, and by actively assisting and sup- 
porting the activities of Tue INstirurTe. 


MISCELLANEOUS 


A half dozen people mentioned Audit Manuals and Questionnaires 
as important tools in a successful program; one mentioned the publicity 
of Tue INnstirure as helping to strengthen the Staff's position. 


Although these subjects were not generally considered by many of 
the voters as important as some other things, they do have a place. Man- 
uals and Questionnaires have received considerable discussion. 


Certainly, a manual of policy seems essential. A staff member 
should have at his disposal clear statements of the policies which his 
Chief has established. The matter of detailed procedures in a manual is 
governed largely by the nature of the audit program. 


Questionnaires of various types can be used effectively under cer- 
tain conditions. 


SUMMATION — “SUCCESS” FACTORS 


Out of the many voices discussing many and varied aspects of 
Internal Auditing activities emerges a quite clear over-all program. It 
appears to be something like this: 


The bed-rock on which all our thinking and activities must rest is 
the recognition that an Internal Audit staff is not a squadron of police- 
men, nor is it in the nature of a Public Accounting enterprise made up 
of company employees. It is a distinct profession. 


Selection of staff members will be made on this premise. Staff train- 
ing, programs, policies, reports and general administration will be de- 
veloped within this concept. 


The Staff will be selected and trained for modern Internal Audit- 
ing purposes alone, and its entire activities will be conceived and exe- 
cuted so as to serve a management engaged in operations. 


The Chief Auditor and his principal assistants will not be Chiefs 
of police, neither will they be Public Accounting partners. They will 
be management-minded leaders. 
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The Staff will analyze and appraise for management and they will 
couch their reports of findings and recommendations in direct manage- 
ment-style language, in a format designed to make easy and attractive 
reading for busy managers. 


And they will seek throughout by constructive attitudes and by 
their conduct and bearing to enlist the whole-hearted support of the en- 
tire company organization. 


Although they must be objective in their work, they will always be 
conscious of the fact that they are associates in a company enterprise, 
doing what they can to make it a success. They will be auditors, but 
they will emphasize the word “Internal.” 


"HURT" FACTORS 


For several reasons, I shail make this section of the poll brief. Time 
is limited, and it is better to devote it to the positive factors. Further- 
more, a very large majority of the answers to Question Two were trans- 
latable into terms of Question One. 


Generally, however, comments had to do with attitudes such as: 
arbitrary, police, superior, unfair, spy, tactless, soft pedalling disagree- 
able findings, pre-determined viewpoints—and working to prove them, 
lack of consideration (unnecessarily disrupting normal operations), fail- 
ure to appreciate the difficulties, problems and reactions of line people, 
talking when they should be listening, etc. 


They also commented on staff problems—insufficient number of 
auditors or on the other hand too many in ratio to performance, failure 
to use the time of auditors fully, routine and stereotyped performances, 
prolonged work in line jobs. 


One comment that was offered more than any one other was that 
the inclusion of petty-type material in a report produced irritation and 
lack of respect for the Auditing program—and most certainly hurt it. 


All of these things will discount the fine things you are accom- 
plishing. 


THE NEWLY ORGANIZED OR SMALL STAFF 


Practically all who replied seemed to regard these terms as synono- 
mous—perhaps on the ground that if you are just starting out and you 
do a good job, the size of the staff will grow. (There were 63 comments 


in all.) 
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Here is a digest of the counsel offered. I segregate it into eight sec- 
tions: 


Selling the program, without overselling. This was the point most 
frequently mentioned. Try to explain to all the people you audit that 
you are not policemen, that you wish to be helpful. Follow this by prac- 
tical demonstrations, talk things over very carefully with the people you 
audit. Take special pains with your reports to be fair, yet straightfor- 
ward. However, don’t build up your possible services beyond what you 
can give. 


Status. Auditor to report to someone who can give backing to the 
program, who will spell out audit functions to the rest of the company, 
and who will appreciate auditing limitations. 


Don’t be overambitious. Don’t stay with verification auditing only 
—you won't sell management or supervision with that alone. Move out 
into other subjects but don’t move too fast. Don’t sacrifice a good, thor- 
ough job for the sake of doing more jobs. Don’t seek additions to your 
staff before you have proved conclusively that Internal Auditing is valu- 
able. 


Cultivate good relations. Take pains to get off to a good start. This 
is really another aspect of selling your program. Get to know key per- 
sonnel, try to be of help to them. Particularly at the outset you may 
be able to give them useful information, and gain their regard. 


Make use of outside help. Your Public Accountants will help you. 
Seek their advice. They will give it gladly, and they can help you with 
your Management. Make use of Tue Instirute and your fellow mem- 


bers. 


Try to keep away from line jobs and pre-auditing. It will be a 
struggle at the beginning to keep from being a ‘filler-in-.’ Explain that 
if Internal Auditing is valuable, you must have the time to do it. 


The Auditor. Important that the right kind of a man be selected 
to start the program, not a small-size checking type individual; prob- 
ably a man who knows something of the company’s operations, as well 
as auditing procedures. Must not be self-centered and opinionated. 


Techniques. Two of our correspondents suggested helpful tech- 
niques. They said “make use of sampling methods—you will save some 
needed time,” and “make out a check list of pointers or objectives for 
each Audit,” to keep yourselves on the target. 
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That is the counsel offered to newly organized staffs. It is not spec- 
tacular, but I think it is sound. 


BENEFITS FROM THE STUDY 


I am sure that you will agree that these glimpses into the minds of 
our associates are not only interesting, but helpful. They do give us food 
for thought, and they serve as a review of the entire Internal Auditing 
activity. 


We may not agree with each expressed viewpoint, but we should 
be open-minded enough to give them thoughtful consideration. 


I know from the remarks made to me by quite a number of those 
who replied, that their answers were not dashed off hurriedly. There 
was considerable pondering before the factors were selected. The ampli- 
fication which accompanied them bear evidence to the thought given. 


I think that many of you received a personal benefit by the neces- 
sity of crystallizing your thinking in order to answer the questions. 


Opportunity—Offered and Seized 


This study had for its prime purpose, the providing of counsel as 
to the most intelligent and efficient methods of conducting our activities 
—so that we may take full advantage of the opportunity offered to us 
by our managements to be important contributors to the success of the 
companies for which we work. 


All that any capable man asks is opportunity—opportunity to 
show that he can produce effectively. The men who have gone far 
along the road to success in any line are the men who have recognized 
their individual opportunities—and seized them. 


There is an excellent opportunity for young men in the Internal 
Auditing profession, with a future that is not confined to the field of 
Accounting and Auditing. In it they may get an inside view of the 
operations and management of business, and the considerations that 
produce business policies. If they have within themselves the powers of 
absorption and growth, such a liberal education should carry them far 
in the years ahead. 


Perhaps as one who through the years has seen many young men 
enter the business world, I might be permitted to preach for a moment. 
In the past decade or so, a philosophy has been growing which has been 
undermining the belief that the old-fashioned virtues of personal initia- 
tive, hard work and applied intelligence are the pathways to success. 
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This philosophy implies that irrespective of whether a man earns a 
reward, he should receive it. 


Even in professional life, some young men are inclined to rely 
too heavily on a college record, or other factors to carry them up the 
ladder; and as a result give out with only a minimum amount of effort. 
It is still the basic law of life, that “You give first, and it shall then be 
given to you.” 


Opportunity comes at unexpected moments; but earnest prepara- 
tion must be made for it. A man, or a profession, must invest first 
before he, or it, receives interest; and the greater the investment, the 
greater the interest. 


Opportunity offered and seized has been the keynote to the growth 
of all phases of American enterprise. It is America. 


Men from other lands, where little in the way of opportunity was 
offered, have found it in this country of ours—for both themselves and 
their children, and have participated with native-born Americans in 
writing indelibly the story that men who will can build from small 
beginnings—that they can make their individual business enterprises 
grow and prosper. 


Internal Auditors have been developing a new profession. It is com- 
paratively young, but progress has been marked. Opportunity lies before 
us, too. 


From a small beginning, we are building something that is growing 
in importance. To build successfully, we must have a very clear con- 
cept of those factors which make our profession distinct from all others; 
and maintain that distinction in all our activities. 


Then as we—individually and as a group—apply earnestness and 
intelligence to our labors, making use of the counsel and experience 
of our associates, we shall contribute in a steadily increasing degree to 
our respective companies, and ourselves grow in usefulness and prestige. 


We, in our particular enterprise, shall succeed because we shall 
have recognized and seized the opportunity which lay before us. 








A CASE STUDY IN DEFALCATIONS”* 


By JOSEPH M. GASARCH, CPA. 


Hindsight only supplies the wisdom we wish we had when fore- 
sight was needed. But hindsight does teach us to be foresighted next 
time. 


No system of internal check is really effective which permits a 
department head to disregard those protective procedures that other 
employees are required to follow. 


Here is the first-hand story of a bookkeeping theft that had all the 
intrigue of an international thriller. 


T has been said that a fool-proof system is protection against the 
peculations of a fool—but is nothing more than a challenge to a 
clever thief. 


This was dramatically demonstrated in a recent case. 


The system was almost fool-proof. The thief was very clever. The 
loss was $400,000.00. 


Can you picture a bookkeeping theft that had all the intrigue of an 
international thriller? The cracking of a supposedly strong system of 
internal control, buttressed by every safeguard provided by modern 
bookkeeping machines, is the basis for the most exciting embezzlement 
I have ever encountered. 


It was May, 1940. The operators of a chain of department stores, 
14 in the United States, and one in Canada, were in need of the ser- 
vices of a traveling auditor. 


As was their usual custom, they called an employment agency and 
stated their requirements. 


Within a few days, a young Canadian called on the corporation’s 
treasurer for an interview. He was a pleasant fellow—unassuming, and 
apparently possessed of a good deal of accounting know-how. The em- 
ployer was impressed and proceeded to check the applicant’s references. 
There seemed to be no doubt that this auditor was a “find,” a jewel 
on the accounting firmament. 


*Delivered at meeting of Philadelphia Chapter. 
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Alexander Douglas Hume thus began his employment. 


Hume traveled from one store to another. He was alert and pro- 
gressive, and the quality of his work was most impressive. Nothing 
escaped his trained auditing eye. So much so, that on the occasion of 
a visit to one of the mid-western stores he discovered that a cashier 
had been pilfering small sums from the till and made the necessary 
reports and observations so as to strengthen the system of internal con- 
trol. 


A pretty blond employee at a store also came within Hume’s obser- 
vation. Within a short time they married and set up housekeeping in 
Jackson Heights, a residential district on Long Island. 


The capabilities of this auditor did not pass unnoticed. In the New 
York office, the department charged with the task of making payments 
to vendors was in a deplorable condition and a skilled hand was needed 
to lift it out of the morass in which it seemed to be imbedded. Hume 
was promoted to the position of chief accountant in 1943. He approached 
his new assignment with vigor and within a short span, payments to 
vendors were being made promptly and the corporations earnings from 
discounts and anticipations increased appreciably. 


It is true that in order to accomplish this seeming miracle, Hume 
worked many evenings and Sundays; on some occasions he even took 
a brief case stuffed with office records home. 


Further rewards were to come to Hume. After his first year at 
the new job, he was made an assistant treasurer, with a salary of 
$6,000.00 per year plus a $500.00 bonus. 


But the long hours and constant hard work took its toll. Early in 
January, 1944, Hume complained of exhaustion and requested leave to 
take a long week-end trip to Canada where he planned to do some skiing. 


All year-end details had been completed—his department was run- 
ning smoothly and efficiently. There seemed to be no reason why this 
valued employee should not have a well-earned rest, and Hume, to- 
gether with his pretty wife Hazel, were off, promising to return the fol- 
lowing Tuesday. 


That Tuesday did not bring Hume. Instead, a telegram reading: 


“Doug has suffered broken leg while skiing. Letter will follow. 
Hazel Hume.” 


Hume’s employers were distressed. They checked all hospitals, 
hotels and resorts in an effort to locate him so that they could provide 
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all possible assistance to their most loyal employee, but could find no 
trace of Hazel or Doug. 


A week went by and there was no further word from the Humes. 


His inumediate superior, the corporation’s treasurer, began to 
experience a clutching sensation in the pit of his stomach. He sent some- 
body out to Jackson Heights to see whether the Humes had returned, 
and at the same time called in the corporation’s outside accountants, 
told them about the skiing trip, and requested that the annual audit for 
1943 be started at once. 


The man who went to the Hume apartment reported that he had 
found nobody at home. 


The accountants began their audit, and soon thereafter ascertained 
that a number of cancelled checks, drawn in 1943, were missing. 


Hume’s employer was now truly alarmed, for not only was the 
assistant treasurer not available, but certain vital records could not be 
located. 


The corporation’s executives now beat a path to the District Attor- 
ney’s office where I work. 


At that time, I could hardly forsee the bizarre turn that this case 
would take. 


We knew that a trusted employee was missing. We also knew that 
certain of the employer’s cancelled checks were likewise missing. But 
we were completely in the dark as to any details concerning these 


checks. 


The corporation’s depository, we quickly acertained, had a micro- 
film of every check charged against the account. 


Then began the tedious task of searching films for an identifica- 
tion of those checks which could not be located. 
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in the office of the District Attorney of New York County. In that capacity he super- 
vises all accounting investigations which run the gamut from petty larceny to extor- 
tion and homicide. He is a certified public accountant of the state of New York and 
he has engaged in the practice of public accounting. 


Mr. Gasarch is also a member of the bar of New York. He has served on the 
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In time we found that these checks had been drawn to four firms, 
Avon Mills, Eastern Mills, Puritan Mills and York Mills. The total of 
the checks paid to these four companies came to $275,984.18. 


The corporation’s records were barren of any ledger cards, invoices, 
or other reference to any of these firms. 


Who were they? Where were they located? What was the nature 
of their business? Why were these payments made? Where had these 
checks been deposited? 


Our last query was answered soon. The bank’s records indicated 
that all of these checks had been deposited in various banks in Trenton, 
New Jersey. 


A visit to the banks in that city established the sought-for relation- 
ship with Hume. He was the registered sole o ner of each of the four 
firms, whose sole business consisted of depositing the checks which were 
now mysteriously missing. They had bank accounts, but— 


There was no balance in any of them. Every dime had been with- 
drawn by Hume, either for the purchase of negotiable bearer bonds or 
transferred to Hume’s personal bank account in New York. 


There was no doubt but that the fugitive assistant treasurer was 
a thief. All that remained, it seemed, was to locate Hume and bring 
him to justice. 


Meanwhile, the police were exerting all efforts to apprehend the 
criminal. It was known that the fugitive had come from Toronto. Accord- 
ingly the police of that city were requested to assist in the search for 
Alexander Douglas Hume. 


They were successful. Hume was traced to the European battle 
front where he was a major in the Canadian Army. The Toronto police, 
in addition, advised that he had been in that army since 1940. The 
photograph of the major did not in any way resemble the thief. 


Apparently, then, the person we knew as Hume, was an imposter. 


But—who was he? Where did he come from? Whom were we 
searching for? 


He was indeed the phantom—the mysterious Mr. X. 


A favorite plot device of Hollywood writers is to create characters 
with double identities. Here was a Hollywood plot in the flesh! 
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An intelligent analysis of bank records will oftentimes develop sur- 
prising information. 


I knew that the phantom had deposited considerable sums in his 
New York bank account. What did he do with that money? 


Mr. X had lived frugally, he did not gamble; and wine, women 
and song were not among his vices. There was no balance in his account. 


A study of the deposits and withdrawals established that the greater 
part of those funds had been withdrawn in cash in bills of large denom- 
inations and for the purchase of Canadian bearer bonds. 


One item of $15,000.00 however, was particularly interesting. In 
May, 1943 that sum was transferred to a bank in Canada. The purchase 
order for that draft indicated that the person we knew as Hume had 
directed the bank clerk to make the draft payable to someone else—for 
the document bore an alteration—with the name “Alexander Douglas 
Hume” substituted. 


An examination of the erasure disclosed the name “Ralph M. 
Wilby.” 


It was the sort of error any man with more than one name might 
very easily make. It was the only careless mistake that can be scored 
against this thief. 


With this lead now available the police began a search for Wilby. 
Who was he? Was he the fugitive’s accomplice? 


It was soon established that Ralph M. Wilby was a Canadian, a 
convicted embezzler whose rogues gallery picture bore a marked re- 
semblance to the phantom, although the photograph was almost 20 years 


old. 
Mr. X was now believed to be Ralph M. Wilby. 


The examination of the fugitive’s known bank account led us to 
still other bank accounts and accounts with stock brokers. 


These leads established that Wilby had available at least $400,000 
from 1942 through 1943. It therefore was quite clear that there were 
defalcations in excess of the $275,984.18 discovered up to that point, 
and that these larcenies had begun in 1942. 


This suspicion was confirmed when it was later ascertained that 
1942 checks totaling $110,936.81 were also missing. Here, the pattern 
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was the same, except that they were payable to about a dozen different 
firms, spread from Massachusetts to South Carolina and Missouri. 


We had every reason to believe that Wilby was in flight with 
$400,000 in cash and negotiable securities. 


With that sum, he could travel far. 


There were no recent photographs of the fugitive—until a fellow 
employee recalled that a snapshot of Mr. and Mrs. Wilby had been 
taken at a company picnic. 


But where should this snapshot be broadcast? 


That problem was also solved when a neighbor recalled that the 
embezzler had once spoken highly of British Columbia as a place where 
he would settle when he retired. 


An alarm for Ralph Wilby and his wife was sent to the Pacific 
Northwest. 


On March 12, 1944, he was arrested at the Empress Hotel, Victoria, 
British Columbia. 


Then began a long and bitter fight by Wilby. He opposed extra- 
dition to New York at every step. His counsel were the most eminent 
in the province. 


Under the extradition treaty between Canada and our country, it 
was necessary for us to establish in the courts of British Columbia that 
an extraditable crime had been committed in New York by the defend- 
ent Wilby. 


Since I was an essential witness in that proceeding, I found myself 
knee deep in that legal battle. As the various courts ruled that Wilby be 
sent back to the scene of his crime, appeals were taken by the defendent; 
various writs were sued by counsel—until there came a time in July, 
1944 when Wilby’s last remaining hope lay in an appeal to the Privy 
Council in London, England. As his solicitors and barristers were pre- 
paring the necessary papers for that appeal, we were able to take ad- 
vantage of a momentary hiatus between writs to take Wilby to Seattle 
and thence on to New York. 


The detailed story of the extradition fight encompasses adventure 
on the high seas, charges of kidnapping, and the near creation of an 
international incident, among other hair-raising experiences. 


Believe me, I shall never forget the thrill and the drama in this 
stranger-than-fiction case of embezzlement. 








34 The Internal Auditor 


In due course, justice triumphed. Wilby was locked up in the 
Tombs. While there, he decided that restitution would be to his advant- 
age; but even at this stage the melodramatic was still part of the case. 
He drew a map which set forth the number of steps to be paced off from 
an oak tree at a marker on a highway near Victoria. Another map 
showed the number of paces to be stepped off from a window in the 
back yard of a house in Vancouver. At these points, after digging a 
specified distance, Wilby said that the loot would be found. 


And so it was. The buried treasure was dug up. In a number of 
paint cans were bearer bonds and currency totaling $303,000. Accord- 
ing to Wilby, the balance of roughly $100,000 had been disbursed for 
legal fees and other expenses. 


Throughout all this, Wilby’s wife Hazel stuck to him. She had 
known nothing of his misdeeds or his past—but believed firmly the 
fantastic stories told by her husband. In that state of ignorance, she had 
accompanied him to Victoria and stayed at his side to the very end. 


On February 1, 1945, the wily Wilby was sentenced to states prison 
to serve a 5 to 7 year term, at the expiration of which, he was to be 
deported to his native Canada. 


What else was there about Wilby? Just what made him tick? How 
had he lived up to the time when we first encountered him? 


As we already know he was a Canadian. 


While still a young man, in his early twenties, he was employed 
as a bookkeeper for a Toronto firm. In the course of that employment, 
he embezzled some funds and was sentenced to a one year term in the 
reformatory. 


He served his prison term, and then came to the United States. 


Using his real name, he married an American. They seemed to be 
quite happy until 1935 when he was caught in a picayune embezzlement 
in Norfolk, Virginia. That complaint was dropped, when it was ar- 
ranged that he be deported. 


He returned to Canada. Thereafter, this marriage was annulled. 


Quickly slipping back over the border, Wilby adopted the name 
Ralston and found a job with an automobile agency in San Francisco. 
He had ability, and soon he was made secretary and treasurer of that 
agency. A second marriage followed and again he appeared to be liv- 
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ing a fine, useful life, until it was discovered that he had stolen $10,- 
000.00 from his employers. He was then about 35 years old. He paid 
his lawyer $1,000.00, made restitution of $1,500.00 and pleaded guilty. 


Just one week before his arrest for the San Francisco embezzle- 
ment, he had stolen $800.00 in cash from another automobile agency 
in San Diego, by simply walking in and declaring that he was a General 
Motors auditor. 


He checked the books and the petty cash and stuffed $800.00 of 
the cash into his pocket. 


In this instance, Wilby, then known as Ralston, did not bother to 
engage counsel, and simply pleaded guilty. 


The two California cases were merged, and on Wilby’s promise 
never to return to the United States, the judge in 1940 put him on pro- 
bation for 10 years and turned him over to the immigration authorities 
who shipped him back to Canada. 


While there Wilby began to make plans to return to our country. 
He placed ads in a number of publications declaring that there was a 
splendid opportunity for an accountant and inviting applicants to write 
to a box number stating their qualifications and experience. 


There were numerous replies. Wilby was most impressed with the 
background of the applicant Alexander Douglas Hume. Hume had ex- 
cellent references and his experience included work for a number of 
large New York Corporations. But best of all Hume was specific. In 
each instance he gave the name of the executive who was most familiar 
with his character and the quality of his work. 


Wilby corresponded with Hume for some weeks—seeking addi- 
tional details. Then Hume advised Wilby that he was joining the Can- 
adian army, and that he was no longer interested in a job. 


This was made to order for Wilby. He came to New York as Alex- 
ander Douglas Hume and began searching for employment. He found 
it. You know the rest. 


How did Wilby beat the system of internal control of one of our 
large, modern, commercial enterprises? 


This corporation was the management agency for 14 affiliated 
department stores located throughout the United States. In that capacity 
it purchased merchandise and paid out approximately $30,000,000 each 
vear. Obviously an enterprise of such scope necessitated the employ 
ment of many bookkeepers, clerks and assorted personnel—each of 
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whose duties were so defined as to make for a “fool proof” system, 
replete with the safeguards inherent in any plan which provides for 
checks and balances. 


The bookkeeping system relative to the recording and payment of 
purchase invoices provided that upon the issuance of a purchase order 
by the management corporation, that several copies of the order were 
to be sent to the respective stores for whom the purchase had been 
made. At the store, a copy would be retained by the accounts payable 
clerk, who would keep it in an incompleted order file until the vendor's 
invoice for the goods was received. At that time the purchase order 
was transferred to a completed order file. 


Substantially all vendors’ invoices were sent directly to the stores. 
After having been compared with the copy of the purchase order, the 
store’s accounts payable clerk would then prepare an original and car- 
bon copy of a form known as an “apron.” Upon this form, there would 
be recorded such pertinent information as was found on the invoice, 
that is, the name and address of the vendor, invoice date, amount, etc. 


These “aprons” were then recorded in the store’s “merchandise 
invoice register.” 


The vendor’s invoices would be pasted onto the carbon copy of the 
“apron” and thus distributed to the store’s merchandising personnel to 
be held by them pending the receipt and approval of the merchandise 
described by the invoice. 


The original aprons, without any purchase invoices were mailed 
to New York each day, together with an adding machine tape listing 
the invoice amounts, shown by the aprons. 


Thus, at that time the merchandise covered by the aprons may 
not have been approved for quality or quantity. 


In New York, a control clerk, received the original aprons and the 
adding machine tape listing which accompanied them. That employee 
merely listed the totals as shown by the tape by stores, so that a basis 
would be provided for monthly balancing purposes. 


From the control clerk’s desk, the listings and original aprons were 
sent to a coding department where the name of the vendor recorded 
on the apron was translated to a number, so as to make it possible for 
the machine bookkeeping system to record the required information. 


When this coding process had been completed, the aprons and 
accompanying listings were turned over to a division where cards were 
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punched out for each apron. The necessary “punches” being made so 
as to record all the vital data shown on the apron. 


Upon completion of this card punching process, the accuracy of the 
cards so prepared would be verified by another clerk on still another 
bookkeeping machine. 


From this point, the punched and verified cards would be given to 
a tabulating division and a summary run prepared. 


All records so far prepared, that is the summary run, the punched 
cards, the store’s adding machine listing, and the accompanying original 
aprons were then sent to a balance clerk. 


Her function was to ascertain that the total invoice amounts on the 
summary run and the store’s adding machine listings were in agree- 
ment. In the event that she found any discrepancy, then she was re- 
quired to check the individual items and make the necessary correc- 
tions. If it should prove to be that the stores’ tape was incorrect, the 
balance clerk would change it and bring it to the attention of the con- 
trol clerk who would make a corresponding correction on the original 
total as shown on her control sheets. 


After all corrections had been made the balance clerk would return 
the punched cards to the tabulating division; the summary run and 
the store’s listings were attached and returned to the control clerk who 
rechecked her figures so as to ascertain that all corrections had been 
brought to her a‘tention. 


The original aprons were delivered to the audit division where 
they were sorted alphabetically and held pending payment. 


Upon receiving the punched cards from the balance clerk, the tab- 
ulating division reproduced a set of identical cards. One set of these 
cards would be used as a basis for payment to vendors and the other 
set as a detailed control of the “advanced payments” account in the 
general ledger. 


This account was a bookkeeping device to keep track of payments 
made to vendors prior to a full authentication of the purchase invoice. 


Upon receipt of the original aprons and the preparation of the 
punched cards, the bookkeeping entry consisted of a debit to the “ad- 
vanced payments” account and a credit to accounts payable. At the 
time when payment was made to a vendor, accounts payable would be 
charged and cash credited, 
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When the New York office was advised by the store that the mer- 
chandise covered by the apron was satisfactory, then the bookkeeping 
entry would be a charge to purchases and a credit to the advanced 
payment account. At that time, the appropriate card was removed from 
the set of punched cards which made up the detail of the advanced pay- 
ment account. Accordingly, the total of the remaining punched cards 
was in agreement with the general ledger control balance. 


Thus, you will observe that the system provided a method for the 
speedy payment of invoices, resulting in greater earnings from dis- 
counts. 


The stores notified the management corporation that a vendor's 
invoice could be charged to purchases when the carbon copy of the apron 
with the invoice attached was mailed to New York. The required ap- 
provals appeared on the apron, together with the retail price of the 
merchandise purchased. An entry was then made at the store in their 
merchandise register setting forth the retail value of the merchandise 
and other essential data—thus completing the entries in that record. 


This store record was an integral part of the system of internal 
control. Each month the New York office was required to send to each 
store a detailed record of all charges. A rule of the corporation required 
that this monthly report be reconciled with the store’s records, so that 
any improper charges could be quickly brought to light. 


Payments to vendors were made by preparing remittance state- 
ments which reflected the net amount due. Checks were then prepared. 
A check signing machine signed all checks for less than $10,000.00. 


This machine counted the number of checks so signed. The mailing 
room counted the number of checks mailed—and compared that total 
with the total shown by the check signer. 


That in substance, was the system that Wilby beat. 


At the time the larcenies began, he was the manager of the accounts 
payable division in New York. In that position he had full access to all 
the necessary records and bookkeeping operations for the recording and 
payment of vendor’s invoices. But, not only were these records and 
operations under Wilby’s control; he also knew how to operate each 
of the many complicated business machines and was fully familiar with 
the nature of their controls. 


You will recall that the original aprons were mailed by the stores 
to the New York office. 
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Sometime, before or after a batch of original aprons had been 
received and distributed by the control clerk, Wilby inserted addi- 
tional aprons payable to his companies. He corrected the accompany- 
ing listing by either running a new adding machine tape or making a 
pencil correction on the original listing as prepared by the store. 


On other occasions, Wilby would take an apron that was payable 
to some vendor from the group of originals sent in by the stores and 
change the amount. 


For example, if the apron called for $450.00 payable to The Doe 
Company, Wilby inserted a “6” in front of the amount so that it read 
$6,450.00, erased the name of the vendor, and inserted the name of his 
own company. 


The listing would be correspondingly changed. 


Wilby then prepared another apron exactly as the one originally 
prepared by the store and added it to the total of that day’s aprons and 
listings or to those of the following day. 


All this Wilby did without any difficulty. 


If the control clerk had already recorded the correct total of the 
aprons before Wilby made his changes, then he would merely alter her 
figures. 


In connection with this phase of his activities, Wilby has said, 
in a long confession, written by him while he was in the Tombs: 


“If my step was taken after the coding, I would have to correct the 
control figures and would code the apron myself. As I could handle 
practically the functions of every accounting employee, whatever 
method was followed, no course presented any difficulties. 


“As soon as the apron was added to a store’s listing, thereafter ‘my’ 
apron followed a normal course.” 


The “normal course” referred to by Wilby simply meant that 
once an apron was started on the bookkeeping assembly line, it was 
inevitable that a check would be drawn and signed. 


Why were changes and alterations so much a part of the book- 
keeping operations? 


But, there was another control that appeared to be fool-proof. If 
fictitious purchases were recorded then obviously inventory controls 
would be thrown out of balance, How could Wilby get around that prob- 
lem? 
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Furthermore, the stores would quickly ascertain from the monthly 
reports that charges for purchases were being improperly made. 


Wilby was aware of these dangers—and prepared to meet them. 


He knew, that if these fictitious items were not charged to pur- 
chases, that the inventory controls would not be disturbed. He saw to 
it that payments to his companies were charged to a “suspense account.” 
At an appropriate time, he ascertained which expense account or freight 
account could stand a bit of loading and yet create no suspicion. It was 
to these accounts that the balance in the suspense account was trans- 
ferred. 


But even this practice was fraught with a certain degree of danger. 
On occasions, some store managers complained about excessive freight 
charges. Wilby had a ready answer—the system of charging out freight 
was in fact undergoing change and as a result the figures shown on the 
reports to the stores were temporarily inaccurate. 


Most store managers were satisfied with this explanation, but one 
was more persistent than the others. He wrote again, and his complaint 
came to the attention of Wilby’s superior, who referred the matter to 
Wilby for adjustment. 


Wilby made the explanation and the adjustments. 


Throughout 1942 and 1943 Wilby was instrumental in effecting 
many changes in accounting procedures. These changes even put the 
outside accountants in a disadvantageous position, since they destroyed 
the continuity of records and made comparative checking difficult. 


The checks to Wilby’s companies and the fictitious vendor’s cards 
were destroyed by him within a month or two after the bank accounts 
were reconciled. As a result there was not a trace of the details of any 
of the larcenous payments. 


All of the fictitious companies created by Wilby, had desk space 
in their respective cities. In Trenton, not only did he have desk space, 
but he also rented a post office box—so that his landlord there would 
not become unduly suspicious of the nature of his mail and the absence 
of other activities. 


In 1942, Wilby’s checks were mailed to his desk space address— 
where he had left instructions that his landlord deposit the checks in 
the appropriate bank account. 


In 1943, Wilby was able to make more frequent trips to his mailing 
address, since Trenton is only one hour from New York. He made that 
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trip on Saturday mornings for the purpose of making necessary bank 
deposits. 


On one occasion in 1942 Wilby took his checks directly from the 
mailing room. This created a discrepancy in count as to the number of 
checks that should have been mailed. The “error” was charged against 
a clerk, but Wilby was frightened. 


Thereafter, he managed to get his checks before the final functions 
were completed by the office staff and complete the functions himself. 


Wilby ascribes an interesting reason for his desire to get his checks 
directly and not through the mails in the regular way. He was fearful 
that some day he might have to face a charge of using the mails to 
defraud if he allowed the checks to be mailed in the same way as those 
of legitimate vendors. 


He really believed that if he personally sent the checks to his mail- 
ing address he could avoid prosecution. When he used his employer's 
envelope for that purpose, Wilby made it a point to affix a stamp him- 
self—so as to later prove his employer's postage meter machine was not 
used. 


Wilby has said that his larcenies began when he realized that he 
could not return to Canada until he had ample funds with which to 
establish himself there in some business enterprise. 


In the summer of 1942, Wilby started the series of thefts. After 
about three months, at which time the total larceny amounted to $110,- 
936.81, he discontinued the practice and, according to Wilby, began 
an effort to return this money to his employer. But since this had to 
be accomplished without detection it was more difficult than stealing. 
Even Wilby could find no way of accomplishing this. 


Early in 1943, according to Wilby, he believed that he had evolved 
an idea by which this money could be returned. A store in Canada was 
available for purchase for $400,000.00. Wilby says that he decided to 
take additional sums so as to have enough funds available with which 
to make this purchase. Thereafter, he day dreamed, he would appear 
before the board of directors, transfer the store to the corporation, and 
receive the plaudits and thanks of his employers for making such an 
astute investment. This pipe dream was shattered when Wilby learned 
that the board of directors were not disposed to expand their Canadian 
operations. 


Beginning with March 1943 and continuing for about four months, 
Wilby stole an additional $275,984.48. 
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In his confession, Wilby has written: 


“There were no suspicions—in July, 1943, nor at any later date 
while I remained in my capacity, and there was no reason whatsoever 
why my defalcations could not have continued on into a million or 
more dollars if there had been the will to do so on my part.” 


Then why did Wilby flee? 


In 1942, he had opened a bank account in St. Louis in the name 
of Frederick B. Hecht. The bank officials became suspicious of the nature 
of the transactions in that account, and began making inquiries. Receiv- 
ing no satisfactory information, the FBI was notified. 


The account was in a German name and the transactions were 
mysterious. 


In due time, an agent called on Wilby. He stalled—he gave them 
evasive responses—and Wilby felt that a showdown was imminent. He 


fled. 


In spite of the fact that Wilby possessed a fortune, he guarded his 
pennies carefully. His home rent was $65.00 per month. His pleasures 
simple. His wants few. 


At the time he closed his Trenton office, Wilby exerted considerable 
effort to sell an old second-hand desk for $12.00. 


Wilby took pride in the quality of his work. He wrote: 


“I do not think there are another ten men in the entire USA that 
would undertake or would even have considered going through 
what I accomplished personally over a lengthy period, because of 
loyalty to this company.” 


He also wrote: 


“ 


. . . The accounting records covering all companies and phases 
were really in excellent condition. Every cent of my defalcations 
had been charged off to expenses, and there was not a dollar's 
worth of fictitious assets nor liabilities on any of the companies’ 
books as of December 31, 1943—this being the last month’s reports 
prepared under my jurisdiction.” 


That is Mr. Wilby; in my opinion, the craftiest and most dangerous 
embezzler of our times. 


HUMAN RELATIONS FOR THE 
INTERNAL AUDITOR" 


, By DANIEL M. SANNIT 


Personnel Manager, Hopkins General Office, Minneapolis Moline Co. 


An internal auditor’s major job is that of dealing with people. 
Therefore he needs the ability to understand and get along with people 
and have them understand and get along with him—a mutual activity. 


Many features of human relations have not yet been discovered 
and perhaps it will never be a science, but much is known which can 
profitably be applied to business situations. Studies in the fields of per- 
sonal esteem, communications and organization, for example, have 
yielded information which internal auditors can use directly in their 
work. 


ECENTLY it was reported that the directors of the Ford Foundation 
had set aside 344 million dollars for a six-year study of social rela- 
tions and human behavior. The plan is to commission 50 scholars and 
scientists to study factors which influence or determine human conduct. 
The inference we can draw from this is that we still have a lot to learn 
about human relationships. This is so despite the fact that “human 
relations” today is a very widely discussed topic in industry. 


A Recent Discovery 

It is only in the last two or three decades that business has paid 
serious attention to human relations. As a result of the industrial revol- 
ution, the tools of independent workmen were replaced with time-sav- 
ing and skill-substituting machines. Skilled craftsmen, who were their 
own bosses, became hired hands. Gradually men found themselves 
enveloped by a vast impersonal machine. In the search for dignity and 
identity, history tells us that millions of workers listened to the false 
promises of the Marxist revolution and got as their reward an even 
greater loss of self-respect. 


In our own country, also, human wants were subordinated to the 
mechanization of industry. It is not so much that human relations were 
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ignored, but simply that they were not undersivod. Actually, it is only 
since the 1920's that industry woke up to its obligations to the worker. 
Since that time we have experienced what Time magazine refers to 
as a second industrial revolution—others call it Human Relations in 
Industry. Its purpose is to give the American worker a sense of import- 
ance, dignity, self-respect, and thus improve his work. . 


Understanding Must Be Mutual 


Human relations may be considered as the ability to understand 
and get along with people and have them understand and get along 
with you. If any group appreciates the importance of this mutual und- 
erstanding, I am sure it is the internal auditors, for is not the internal 
auditor’s major job really that of dealing with people? Unless he has 
the respect and confidence of the people whose jobs he is auditing, it 
is very unlikely that his audit will be of much practical use. 


It would appear to be common sense that unhappy men do not pro- 
duce their best. Yet this simple fact had to be discovered for us by Elton 
Mayo, a Harvard sociologist, in the early 1920's. It was Mayo who sup- 
vised the sociological experiments at the Western Electric Company, 
Hawthorne Plant, in Chicago. Out of this pioneer study in human rela- 
tions came the then remarkable discovery that sustained maximum pro- 
duction was not so much the result of a certain combination of certain 
physical conditions, but that these and even pay were less important 
than the worker’s emotions—how he feels about his work, his associates, 
his supervisor, and the organization for which he works. 


Human Wants Are Extremely Diverse 


In an attempt to learn the desires and needs of employees, many 
companies have conducted morale and opinion surveys. These sur- 
veys are very much in vogue these days and serve a useful purpose, even 
though they reveal no uniformity among companies. Businessmen for 
a long time had the notion that all that workers wanted was money. 
But these surveys reveal that the wants of employees are influenced 
greatly by the actions and attitudes of management. I believe that’s what 
a well-known and influential labor leader meant when he said, ““Man- 
agement is the union’s best organizer.” 


DANIEL M. SANNIT, is employed by the Minneapolis-Moline Company in the 
capacity of research analyst in the Industrial Relations Division and personnel man- 


ager of the General Office. 


He is a graduate of the University of Pennsylvania in Economics and is engaged 
in graduate work in industrial relations at the University of Chicago. 


Mr. Sannit is a member of the Twin Cities Personnel Managers Association and 
the National Vocational Guidance Association, Inc. 
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We have learned from our studies that employees who are treated 
fairly and justly are likely to have wants vastly different and easier to 
determine than employees who feel repressed and thwarted. 


In the final analysis, human relations is nothing more than good 
will and applied common sense. That, however, does not make it simple. 
To begin with, common sense is very uncommon among the men who 
think they have it. Secondly, the wants of men are diverse and are 
often difficult to comprehend. It is for that reason we need the kind of 
research financed by the Ford Foundation. Understanding of human 
relations can make a direct contribution to the lowering of unit costs 
and prices and produce higher profits and wages. It is true that human 
relations research must concern itself with the so-called intangibles, 
such as the motivations, feelings, sentiments, and satisfactions of people. 
But these are no ivory-tower, theoretical problems. 


American industry has made amazing technical progress during 
the past quarter century. The miracles of mass production clearly indi- 
cate that we know how to organize for material efficiency, but this 
technical and mechanical ability is of little avail if we do not concern 
ourselves with the human element. It was young Henry Ford who said, 
“If we can solve the problem of human relations in industry, I believe 
we can make as much progress toward lower costs during the next ten 
years as we made during the past quarter century through mass pro- 
duction.” 


The Desire For Esteem 


Many major companies have established liberal vacation plans, 
retirement plans, holidays with pay, sick leave plans, cafeterias, music 
while you work, recreational programs, profit-sharing plans, credit 
unions, clubs, societies, guitar lessons, and a myriad of personnel tech- 
niques. Strangely enough, many of these same companies year after 
year are plagued by strikes, slowdowns, and sometimes downright sabo- 
tage. Is it ingratitude? Maybe so, but when you are dealing with the 
human element you are dealing with something that is difficult to und- 
erstand. To illustrate, let me quote from the wise words of Dostoevsky, 
the Russian novelist: 


“Shower upon man every earthly blessing; drown him in a 
sea of happiness so that nothing but bubbles of bliss can be seen on 
the surface; give him economic prosperity, such that he should 
have nothing to do but eat, sleep, and busy himself with the con- 
tinuation of the species; even then out of sheer ingratitude, sheer 
spite, man would play you some nasty trick, simply to prove to 
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himself, as though that were necessary, that men are still men and 
not the keys of a piano.” 


The lesson, of course, is that people are social creatures who expect to 
be treated with dignity and integrity and with due consideration for 
their feelings of pride, achievement, and the desire for esteem and recog- 
nition. All the personnel techniques in the book will not buy a man’s 
loyalty if he feels that he is losing his self-esteem. Every so often we 
hear of a special technique that has been acclaimed as the answer to 
all personnel problems, but the only measurement of the effectiveness 
of an industrial relations program is the degree of sincere good will 
and understanding it develops between management and workers. The 
method is of less importance than the result. 


I don’t wish to detract from employee programs and other tried 
personnel practices. But we still realize that most important are the 
day-to-day, week-to-week experiences that employees have on their jobs. 


Information In Advance 


American management is spending billions on various programs 
but, unless they are coupled with a sensible human relations program, 
they will not get the job done. We all agree, for example, that people 
like to know in advance about things that will affect them. I can cite a 
case in my own experience where in one plant a group of clerical em- 
ployees became seriously concerned because the company had retained 
a consulting firm to review the clerical procedures at that plant. The 
purpose of the survey was to streamline and improve practices and pro- 
cedures; unfortunately, the employees were not informed of the com- 
pany’s program or its purpose. Their first encounter with it was when 
the representative of the consulting firm was introduced to the em- 
ployees and they were asked to explain to him in complete detail their 
specific functions. 


Then the rumors really began. “The company is going to move the 
clerical operations out of the plant.” “The company is going to lay-off 
a substantial number of its clerical employees.” ““The company is going 
to dispose of the plant, and the consultant is here as a representative 
of a prospective purchaser.” The employees were greatly disturbed and, 
when this fact was brought to the attention of plant management, a 
letter was immediately sent out to all employees explaining what was 
being done and why. The employees were asked to present any ques- 
tions which they might have to their supervisors. The need for the 
survey was emphasized and the cooperation of all parties was solicited. 
The problems were overcome; the fears were eased; and I think the 
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employees appreciated being brought into management's confidence. 
This points out the importance of company communications. Had the 
employees been given complete information in advance, the unneces- 
sary resentment would have been eliminated and the efficiency of the 
plant left undisturbed. 


Communications 


This subject of communications has taken on quite a lot of glamour 
in the business field. We can scarcely pick up a magazine without read- 
ing a learned discourse on communications. On the premise that new 
skills of communication could sell ideas, businessmen have embarked 
on a great advertising campaign to sell their ideas. Strange, isn’t it, that 
American industry, which has the greatest sales apparatus in history, 
has not always been successful in getting its message across? Only with 
trust can there be any means of communication and, until that trust is 
achieved, the expensive techniques may just as well be left unused. 
Before employees will accept management facts, they must first have 
over-all confidence in the motives and sincerity of management. I am 
glad that this very point is covered in the “Field Audit Manual” pre- 
pared by our company. Let me quote from it: “Confidence and respect 
will not be acquired unless a genuine desire of helpfulness is present. 
Personnel of the office under audit will soon sense when an attitude of 
insincerity exists, which will manifest itself by lack of response and 
non-cooperation.” 


Communications should be treated not as a training device, but as a 
way of life. “The first requirement in communications,” says Neil McEl- 
roy, President of Procter & Gamble Company, “is to have something 
good, sound and worthwhile to communicate in the shape of policies, 
beliefs, and principles of management.’’ Communications is no one-way 
street and, unless the employee has an opportunity to express his views, 
you may find that your ideas are distorted and misinterpreted. Actually, 
there is no substitute for the face-to-face everyday relationships between 
employee and supervisor. 


Organization 


A subject often ignored in the discussion of human relations is 
organization, and here, I believe, the internal auditor has much to 
contribute. A primary responsibility of business is to give a good eco- 
nomic performance and to run a profitable enterprise. Much depends 
on how well management fulfills this responsibility. Not only wages, 
but our economic stability and the security of the employees depend 
on it, 








48 The Internal Auditor 


Gwilym A. Price, President of the Westinghouse Electric Corpora- 
tion, says this, “Management uses organization as a framework for 
getting essential coordination and control and for carrying out its plans. 
If the structure is soundly designed and put together, the work people 
do is divided into logical functions and combined into proper relation- 
ships. It is so assigned that people understand exactly what their respon- 
sibilities, authorities and duties are. The result is the efficient, econom- 
ical, and effective application of human effort toward the common goal 
of the enterprise.” 


Good organization is not an end in itself. It should not be permitted 
to restrict the free play of human ingenuity and ambition. Establishing 
sound organization presupposes a careful study of the company’s own 
characteristics. The internal audit department, therefore, has the re- 
sponsibility of seeing whether sound organization is built on the respect 
for the individual. If an organizational plan does not make it easier for 
people to work together productively, it should not be adopted. The 
internal auditor has the opportunity to judge how practices and pro- 
cedures are making the best use of human resources. 


We have all seen examples of managerial inefficiency. You prob- 
ably know of some supervisors who cannot delegate authority, some who 
delegate too much authority, others who encumber themselves with 
too much detail, others who are sloppy in their work, the tyrant, who 
pushes his people around, the milktoast who is afraid to give orders, 
and a hundred other supervisory misfits. If anybody knows the signs 
and symptoms of bad organization, I am sure it is the internal auditor. 
I refer to unfinished work, bottlenecks, fluctuations in workloads, neg- 
lected activities, overlapping and duplicate functions, uncertainty of 
responsibility, and the like. You all recognize the signs of good organiza- 
tion which, of course, is the opposite of these and carry with them the 
blessings of good morale and harmony. 


Not A Science 


I don’t think we can make a science of dealing with people. There 
is much to learn, but we already know much that can be applied to busi- 
ness situations. Principles have to be adapted to particular persons be- 
cause of individual differences. If we at least remember that man has 
a sense of dignity and a strong personal conviction that he has basic 
rights that others must respect, we will be in a better position to achieve 
our common objective—good human relations, 


INVESTIGATION OF CONTRACTS’ 


By J. R. ROBINSON 
Lever Bros. & Unilever Ltd., London, England 
Member, Institute of Chartered Accountants in England & Wales 





Practically every business transaction is governed by a contract, 
either written, spoken or implied. In order to audit business transac- 
tions and operations, the auditor must therefore understand the terms 
of the related contracts. 

Mr. Robinson here suggests two check-lists for auditors’ investiga- 
tions of contracts, one for “general verification” and the other for “oper- 
ational audit.” 


N auditor does not, of course, examine contracts as a separate item 
as he examines, for example, wages. One reason is that it would not 
ustially be the best way to tackle the job. Another reason is that it would 
be impracticable since, normally, there is no one central spot in a 
business which controls all contracts. Contracts are entered into by sev- 
eral departments of a company, e.g. buying, selling, advertising, finance 
and legal departments. It is in the examination of the operations of 
each of these departments that a study of the relative contracts is re- 
quired. 


Nevertheless, there are certain questions of a general nature con- 
cerning all important contracts about which the auditor must satisfy 
himself when examining transactions resulting from them. Further, a 
careful study of contracts will often show ways in which a company 
can save expense or increase its income. For this reason, it is helpful 
to consider the subject of contracts in the abstract even though, in his 
actual work, an auditor considers them only in relation to the particular 
operations or transactions he is examining. 


TYPES OF CONTRACTS 
Business contracts may be classified under the following headings: 
(a) Purchases of goods and services. Most purchases, particularly 
those of a repetitive nature, will be made on order forms con- 
taining standard printed conditions and the auditor should 
satisfy himself at the outset that the conditions properly pro- 
tect the company and are drawn up in a clear and legally bind- 
ing form. Contracts relating to important purchases, especially 
if the conditions are not standard, require individual scrutiny. 


*Delivered at meeting of London Chapter. 
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(b) 


(c) 


(d) 


— 


(e) 
(f) 
(g) 
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Acquisition (or disposal) of fixed assets, especially construc- 
tional works such as new buildings. These are really a special 
type of (a), but call for separate consideration by the auditor. 
Sale of goods and services. Most sales, especially of standard 
products, are drawn up in contract form, although standard 
contracts are used in certain trades. The conditions of sale are 
in most cases printed on the invoice or were sent to the cus- 
tomer at the time he first started to do business with the com- 
pany. The auditor should see at the outset that the general 
conditions properly protect the company, do not unduly re- 
strict the obtaining of business and are drawn up in a clear 
and legally binding form. He should also examine the condi- 
tions relating to discounts. Contracts relating to important or 
unusual sales, especially if the conditions are not standard, 
require individual scrutiny. 

Sale of by-products and scrap. These are really a special type 
of (c) but, because of the difficulty in maintaining effective 
control over such sales, they usually require special considera- 
tion by the auditor. 

Guarantee given or received. 

Insurance. These require individ- 
Special contracts, such as the lease of » ual examination by the 
property, pooling agreements and \ auditor, if material. 
options. 


(h) Employment of staff. The auditor should see that the general 


terms of employment have been approved by the board and 
seem reasonable, and he should also examine contracts relating 
to important appointments. 


GENERAL VERIFICATION OF CONTRACTS 


Apart from examining important contracts to see if they appear to 
be in order (signed under seal, stamped, etc. where required) and if the 
resulting transactions have in fact been carried out according to the 
agreed terms and conditions, and have been properly recorded, the fol- 
lowing are some of the points of a more general nature which should 
be investigated by the auditor, particularly in his survey of the system 
of internal check in each department: 


(1) 
(2) 


(3) 


What persons have authority to enter into or cancel contracts? 
Are these authorities given by the board and are they ex- 
pressed in the minutes? If not, what is the procedure? 

Are all contracts, other than those of a routine nature, sub- 
mitted for approval to the Legal, Accounting and other depart- 
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ments concerned? If not, who is responsible for seeing that 

they are in order and properly recorded. 

(4) Who is the authorized custodian of contracts? 

(5) Is some form of record of contracts kept by each department, 
and by whom? (A record need not be a list but could take the 
form of filed copies). 

(6) Who is responsible for checking compliance with the terms 

and conditions of the contracts? 

(7) Are contracts reviewed periodically? How often, and by 

whom? 

(8) What procedure is there for ensuring that renewals of con- 

tracts will be properly considered before they lapse? 

Apart from inspecting contracts submitted to him, the auditor 
should satisfy himself that no material contracts have been withheld 
from him. There is obviously no precise method for doing this, but the 
observant auditor will, in addition to examining whatever records of 
contracts are kept, be on the look-out for any reference to other contracts 
when examining minutes and correspondence. 


OPERATIONAL AUDIT OF CONTRACTS 


“Operational audit” of contracts means the critical examination of 
the terms and conditions of the contract, and the conditions under which 
the contracts operate, to see if (a) the company is getting all the benefits 
it is entitled to, and (b) that the terms and conditions in themselves are 
reasonable and appropriate. Under “General Verification of Contracts” 
the auditor is concerned with satisfying himself that the transactions 
resulting from the contracts conform to their conditions. Under “Oper- 
ational Audit” he is concerned more with the economics of the contracts. 

A careful study of contracts and their operation will often show 
ways in which a company can save expense or increase its income. This 
generally comes about in three ways: 

(a) By putting a different interpretation on the terms or condi- 

tions which is more favorable to the company. 

(b) By showing that circumstances have changed since the con- 
tract was signed and that the contract provides for adjustments 
to be made in such cases, of which the company has not availed 
itself. 

(c) By showing that changed circumstances may justify seeking 
the agreement of the other party to a modification of the con- 
tract (even though the contract did not provide for adjustment 
in such a case). 

The auditor can also be helpful in seeing that desirable changes are 

effected as and when contracts are renewed. 
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Two examples to illustrate the foregoing are: 


(a) A company contracted with a customer to process raw mater- 
ials for him at cost plus a fixed profit. The items to be taken 
into cost were detailed in the contract, and included a fair 
charge for depreciation at certain agreed rates. For years the 
depreciation was computed on original cost, just as it had been 
for the purpose of the accounts. The company then changed its 
depreciation basis and commenced to make provisions on re- 
placement values. No change was made in the charge to the 
customer under the contract. The auditor pointed out that it 
would be justifiable to claim depreciation on replacement 
values as part of the cost, especially as the company was now 
providing for depreciation on that basis in its accounts. It 
might have been argued, said the auditor quite rightly, that 
even if the company was not providing for depreciation in its 
accounts on replacement values it would be justifiable to claim 
that the word “depreciation” should be interpreted in that way. 
The charge to the customer was in fact increased by the addi- 
tional depreciation, and was accepted. 

This was an instance where the auditor was helpful in increasing the 
revenue of his company. 

(b) The contracts entered into by a company with its agents pro- 
vided for the payment of commission at a fixed percentage of 
the sales. This commission rose substantially over a period of 
5 years although the tonnage of sales only increased by about 
25% in the same period. The auditor pointed out that for about 
25% more work the agents were receiving nearly 5 times the 
original commission. The contracts with the agents were 
changed at the first opportunity. 


The above case is an instance where the auditor was helpful in reducing 
the costs of his company. 


Then, of course, there is the question of the terms themselves. Are 
they, from the company’s point of view, too onerous and likely to involve 
the company in heavy damages if all does not go well? Or are the terms 
too favorable to the opposite side, not providing adequate compensation 
to the company if the other side defaults. These are all points which the 
intelligent auditor will consider. 


If contracts give the company the right to inspect the books of the 
other party, full advantage should be taken of this. 


Should any of the terms of the contracts not be complied with, 
the auditor should, of course: 
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(a) if the other party is guilty, see that the company has taken all 
the steps it can to have the position put right, 

(b) if the company is guilty, see what penalties are involved and 
draw attention to them where necessary. 


Contracts concerned with insurance and transport are often worth 
reviewing carefully. In the case of the former (apart from errors such 
as continuing to insure goods that have been sold or scrapped, or for- 
getting to insure new assets) it is possible that certain items may be 
classified differently, thereby obtaining a more favorable rate. Too, in 
the case of transport, it is often possible to claim that a different classi- 
fication—involving a lower tariff—shall be applied in some cases. 


There is one further matter which, although not quite to the point, 
should be mentioned. Experience has shown that, where a company is 
having constructional work done on a “cost plus” basis, it is essential 
that an experienced clerk be put on the spot right from the start, to 
control all the materials going into the building and the time spent on 
the work. Very considerable savings can be made by keeping a check on 
the contractor—but it can only be done effectively on the spot. As soon 
as a new construction job is started, the auditor should at once look 
into this most important matter. Where an outside architect is employed, 
who has a full time clerk of works on the job, it might not always be 
necessary for the company to put its own man on the spot, but this will 
depend on the circumstances. 


THE DIFFICULT PART 

It is easy to tell an auditor what he should look for and find, but 
how to do it is another matter. Very largely, this type of work will stand 
or fall according to the mental ability of the auditor—and his powers of 
observance. There is no program or process whereby the auditor with- 
out these qualifications can hope to do a satisfactory job, but there is a 
technique which will help even the most experienced auditor. 

The technique is to tabulate the terms and conditions of important 
contracts in such a way that: 

(i) a birds-eye view of the major points can be obtained 

(ii) it will be easy to review the important points from time to 

time in the light of current, possibly changed, conditions. 

In addition to providing the auditor with a better tool with which 

to do his work, such a tabulation will also preclude the necessity for 


examining long-term contracts more than once, and it will in fact be- 
come part of the “Permanent Files.” 


Following is an example of such a tabulation. 
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TRAINING THE INDIVIDUAL 
AUDITOR" 


By M. B. T. DAVIES, CPA. 
Accounting Manager, Deep Rock Oil Corporation 


” 


Training his staff is a never-ending job for every chief auditor, 
yet it is one of the activities from which he derives the most satisfaction 
and the greatest hope of assuring his department’s progress. Staff 
auditors must be trained continuously in (1) technical competence 
(2) company policies and procedures and (3) teamwork. 


Here Mr. Davies outlines various methods of staff training used 
by many successful chief auditors. 


N approaching the problem of training the individual auditor we must 
first define what is implied by both training and auditing. 
Training is a process designed to improve our working perform- 
ance. It requires the determination of three factors: 


(a) What are the job requirements, expressed in terms of accept- 
able standards of performance? 


(b) How do the individual’s qualifications match against these 
standards? 


(c) What action must be taken to eliminate the gap between 
qualifications and standards? The need may be expressed by 
the formula “a minus b equals c.” 


The first two factors are variables. As a consequence, the third must 
be a variable, too. No uniform rules can be set. A training plan must 
be worked out to suit each individual case. 


Auditing may be analyzed into the following basic processes: 

(a) Defining objectives and laying plans to accomplish them; 
(b) Fact-finding; 

(c) Analyzing the facts and drawing conclusions from them; 

(d) Reporting the results and, in some cases, taking action beyond 


the reporting stage. 


*Delivered at meeting of Oklahoma City Chapter. 
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Of course, each auditor will not always be intimately concerned with 
each of these processes, but he will need to learn them to complete his 
all-round training. So they must all be incorporated in the training 
plans. 


THE RESPONSIBILITY FOR TRAINING 


Training is a function of leadership. The leader (let us call him 
the chief auditor) is responsible for performing an operation well. His 
chief tool in doing this is his staff. The better his staff is qualified, the 
better will be the quality and effectiveness of his audits. He must devote 
much of his own time to staff training. To do this he will have to keep 
himself thoroughly familiar with the qualifications and progress of 
each of his assistants. If his operation is wide-spread he must, of neces- 
sity, delegate some of these duties. Even then he must keep a careful 
watch on how the program is progressing under the care of those to 
whom those duties are delegated. 


Systematic training requires more than mere personal contact. It 
calls for careful forethought and planning and the use of many forms 
of training aids. The chief auditor will have spent the time wisely if he 
devotes some effort to studying training methods, and adapts and applies 
them to his own operation. 


PERSONAL QUALITIES 


To perform his job satisfactorily and effectively, an auditor must 
possess a number of desirable personal qualities. The chief auditor, 
in selecting his men, should endeavor to enlist those who have as many 
of these qualities, or the capacity to develop them, as possible. If he is 
able to do this, his training task will be less onerous. 


Among the personal qualifications that an auditor should possess, 
the following are particularly important: 


(a) Common sense. In the long run, all auditing boils down to the 


MR. DAVIES is Accounting Manager of the Deep Rock Oil Corporation, Tulsa, 
Oklahoma. Prior to a present affiliation, which company he joined in 1949, as Audit- 
ing Manager, Mr. Davies was engaged in the practice of public accounting. During 
World War II, Mr. Davies served with the Combined Chiefs of Staff in Washington, 
D.C. as a military statistician. 


Mr. Davies is a member of the Institute of Chartered Accountants in England 
and Wales, the American Institute of Accournants, and Tue Instrrute or INTERNAL 
AUvupITors. 


Mr. Davies was presented with the Thurston Award at the 11th Annual Confer- 
ence of Tue Instrrure or Internat Auprrors, for his article entitled ‘ ‘Communica- 
tions and Internal Control,” which was published i in the September 1952 issue of The 
Internal Auditor. 
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application of sound reasoning and common sense. If an audi- 
tor lacks this he will never succeed. 


(b) An inquiring mind. An auditor must be always seeking facts, 
often piecing together items which alone might seem insig- 
nificant but which together help to build a significant story. 


(c) Doggedness. An auditor must be persistent. He must be able to 
work, sometimes against obstacles, to collect facts from many 
intricate sources. Unless he seeks out and finds these facts, 
his conclusions may be incomplete or even misleading. 


(d) Knowledge. He must possess basic educational knowledge 
(such as business practices, how to write well and some 
accounting) if he is to perform his duties satisfactorily. A 
combination of practical and theoretical knowledge is desir- 


able. 


(e) Honesty. An auditor needs to have a completely objective 
approach. He must display facts in their true light and draw 
conclusions without bias. This simple quality is often hard to 
maintain because we are all, at times, burdened with precon- 
ceived ideas. 


(f) Personality. An auditor’s work is complete only when he has 
found and presented the facts and his conclusions. He must 
have the type of personality, first, to be able to get the facts 
and, then, to be able to convince others of the validity of his 
findings and conclusions. A pleasant manner and good appear- 
ance are personal attributes which are helpful in achieving 
these ends. 


There are, of course, other qualities which an auditor should possess; 
so many, in fact, that one could rarely find any auditor who possesses 
all of them. Nevertheless, one who is reasonably well gifted with the 
six which I have mentioned should have the necessary raw material to 
succeed. 


WHY TRAIN? 


The chief auditor might well ask whether further training is needed 
after he has selected a well-qualified staff. Indeed it is— and for several 
cogent reasons: 


(a) First, because of economic necessity. Few companies are pre- 
pared to pay salaries commensurate with the high qualifica- 
tions needed to conduct a “perfect” audit. Conversely, few men 
of such caliber would be prepared to join a company unless 
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there were reasonable chances for rapid advancement. One of 
the functions performed by the chief auditor is the conversion, 
by a process of training, of an untrained, or semi-trained man 
into one who is well trained and therefore of more value to 
his company. 

(b) Next, regardless of the new auditor’s initial training, con- 
siderable time and effort must be spent in teaching him the 
routines and policies of his company and his audit group. 


(c) Furthermore, although the auditors may be individually cap- 
able, they must be welded into an effective team. 


These and other factors place the audit group, however efficient its 
members may be, in need of constant training. The auditors have to 
be kept up to date with changing circumstances and requirements and 
have to be fitted to take on greater responsibilities. The very nature of 
their profession demands that training always continue, because the 
field of auditing, wide already, is ever widening and opening up into 
new fields. 


PLANNING THE TRAINING 


Training must be tailored to suit individual needs. The chief 
auditor must therefore proceed something like a doctor, with his assist- 
ants as the patients. He must work up a diagnosis on each, define a 
course of treatment, see that the treatment is followed and modify 
it from time to time as results dictate. 


The chief auditor may plan his staff training in three different 
categories: 

(a) Personal training devoted to individual needs; 

(b) Collective training designed for groups of like people; 

(c) Collective training covering the entire audit staff. 


The training plan should be diversified sufficiently so that it is accepted 
gladly by those who are receiving it. If possible, it should be so arranged 
that the trainees are not even aware, during the process, that they are 
being subjected to it. 


In considering personal training devoted to individual needs, the 
chief auditor must rely on the three factors previously described: 


(a) Required standards of performance; 


(b) Extent to which personal qualifications match against stand- 
ards; 


(c) Action required to eliminate the gap. 
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It follows, then, that he should keep ample personnel records for each 
member of his staff. These will enable him to make periodic reviews 
and evaluate progress. He can select weak points and concentrate on 
them. He can encourage the trainee as progress is made. 


In most auditing groups there are different levels or different types 
of auditors. In some cases certain auditors have greater responsibilities. 
In others certain auditors are engaged in specialized duties. Conse- 
quently the training needs will tend to differ according to groups. Con- 
sider, for example, the large organization which is spread geographically 
and employs district audit supervisors. Clearly their training needs will 
differ substantially from those of newly employed juniors. In such 
instances where there are groups of auditors of a similar type, some 
forms of group training may conveniently be conducted. 


There are times when training can best be applied to the entire 
staff as a whole. These are, particularly, when explaining new com- 
pany developments of general interest and in dealing with the formula- 
tion of an over-all company audit program. 


ON-THE-JOB TRAINING 


Probably the most effective form of training is that performed on 
the job. It is here that the auditor’s ultimate successes and short-comings 
can best be determined. 


Perhaps the best way to judge an auditor’s qualifications is by 
reviewing his audit working papers. If well kept, these papers will 
show how the auditor has sought for his facts, whether his search has 
been reasonable and effective, how he has analyzed the data he has 
secured and whether he has used a logical chain of reasoning between 
the search for facts and the ultimate conclusions. The papers will show 
how methodical the auditor has been, whether he can distinguish the 
important from the unimportant, whether he is able to lay out his find- 
ings and conclusions in an orderly process. They will show, in fact, 
his ability or inability to perform an audit assignment. The person 
reviewing such papers should take great pains with those who prepare 
them to insure that a high quality is maintained. He should not hesitate 
to require papers to be rewritten if they are initially unsuitable. It is 
probably by examining audit work papers that one can gain one’s best 
insight into the ability of any auditor, to spot his strong and weak 
points and to define his personal training needs. 


Closely connected with this phase is the supervision over review 
of audit work papers. As members of the staff progress in experience 
they should be assigned the responsibility for reviewing papers pre- 
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pared by others. This is particularly important if an auditor is working 
on an assignment with one or more assistants. When the chief auditor 
inspects all the in-charge auditor’s review notes, he will be able to assess 
the reviewer's ability to direct an assignment and steer his assistants’ 
efforts. 


Another valuable method of on-the-job training is staff participa- 
tion in post-audit conferences. The staff auditor should be expected to 
offer comments as called upon, thus indicating his ability to express 
himself and to justify his opinions. 


The rotation of assignments is an important technique in on-the-job 
training. Not only does it increase the individual auditor’s background 
and technical experience, but it enables a fresh viewpoint to be directed 
to each assignment and often to bring to light matters which may have 
been overlooked during previous audits. 


While the formulation of audit procedures is not normally the 
responsibility of a junior auditor, it may be sound practice to have him 
draft procedures for the next assignment immediately after finishing 
work on the current audit. This will compel him to reason carefully 
with regard to changing emphasis and in recommending the extent to 
which sample testing should be made. 


On-the-job training enables the chief auditor to review his assist- 
ants’ progress as each assignment is completed. It enables him to keep 
personnel records up to date and to judge the training progress and 
the capacity of each member of his staff to expand and advance. 


OTHER FORMS OF TRAINING 


In many locations there are opportunities to attend classes outside 
office hours. If this is done, the schedule and nature of these classes 
should be arranged with the chief auditor. Two points requiring atten- 
tion here are, first, that the classes do not involve so much time and 
effort by the student that his regular work suffers; secondly, the sub- 
jects to be studied should be such as will properly fit in with his train- 
ing needs. 


Another form of training may be obtained by joining one or more 
professional organizations. The real value of this is gained by active 
rather than passive participation. The chief auditor should therefore 
encourage the trainee to take an active interest, either by taking part 
in committee work or by writing reports on meetings he has attended. 


Training the Individual Auditor 61 


Since auditors have to draw on a wide range of technical data, the 
chief auditor will be wise to install a good reference library for his 
staff. This should cover not only accounting and auditing material, but 
also data relating to the technical and general aspects of the company 
business. 


Staff conferences, if well conducted, serve an extremely useful pur- 
pose in training. At these conferences the chief auditor should encourage 
all concerned to express their views openly and frankly. He may even 
assign them topics to present in the form, say, of ten-minute papers, 
in order to promote their ability to assemble facts and present them 
orally before a group. A further benefit from staff conferences may be 
obtained from a preliminary discussion of audit findings before the 
post-audit conference with operating managers. This gives the in-charge 
auditor the advantage of presenting his findings to an unusually critical 
dress-rehearsal audience. 


FITTING THE INDIVIDUAL INTO THE TEAM 


The chief auditor is confronted with the responsibility of seeing, 
first, that his men are capable as individuals and also that they are 
welded together as an effective working unit. This applies to their 
efforts in both the audit group and in the company as a whole. 


A useful aid in insuring that the group is being trained as a unit 
is the maintenance of training charts. (See exhibits A and B as exam- 


ples.) Other practical means which can be adopted to this end are as 
follows: 


(a) Rotation of assistants among in-charge auditors; 

(b) Exposure of members of the staff to varied assignments rather 
than training them as specialists; 

(c) Temporary assignment of auditors to other departments, par- 
ticularly ones having non-administrative functions; 

(d) Occasional assignment of persons from other departments as 
auditing trainees; and 

(e) Regular group conferences. 


Training is a full-time and never-ending job in any profession. 
Changing techniques and circumstances result in a demand for increas- 
ingly higher standards. However hard we try, we shall never attain 
them because we work in a field where perfection is impossible. But the 
better our training is, the nearer we shall come to that ideal state and 
the greater will be the benefits that our companies gain from our 
services. 
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Exuisir A. 


TABLE SHOWING RATINGS OF AUDIT STAFF 


Smith Jones Brown 

Appearance B A A 
Industriousness B B B 
Imagination B A B 
Objectivity A B B 
Personality Cc A B 
Accounting knowledge B B Cc 
Knowledge of business B C D 
Expression: written A C B 

oral C A B 
Analytical ability A B B 
Quality of working papers A B Cc 
Ability to instruct B B O 
Creative intelligence Cc B O 
Ability to work with others B A B 
Leadership B B O 
Notes. 


1. Method of rating, based on percentages of best possible performance 
required by the status and responsibility of each staff member’s job: 


A—91 to 100 
B—70 to 90 
C—50 to 70 
D— 0 to 50 


O—Insufficient experience to assess a rating. 


2. The factors shown in the foregoing table are used for example only. 
The chief auditor must select the qualities which he wishes to en- 
courage as a part of his training plan. 


3. The effectiveness of a table such as this depends on the frequency 
with which it is reviewed and amended, and upon the uniformity 
and consistency of standards upon which ratings are based. 
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Exuusir B. 


TABLE SHOWING EXPERIENCE OF AUDIT STAFF 


Assignment Smith Jones Brown 
Bank reconciliations xX* X* O 
Receivables confirmations xX* x* xX* 
Inventory counts X* :" X* 
Branch A x* _ O 
le Y xX Y 
Plant C X* X* X* 
7 D = x* O 
etc. 
Outside assignments: sales Z O O 
. e plant Zz Z O 
- = traffic O O Z 
- = engineering O zZ° O 
etc. 
Notes. 


1. Method of rating, based on actual assignments performed: 


X 


Y—experience as an assistant 





in-charge experience 


Z—assignment in another department 
O—no experience or negligible experience 
*—-work performed in efficient manner, indicating capacity to con 


duct repeat assignment as an in-charge auditor. 


2. The value of a table such as this depends on its being kept up-to-date 


and used as a basis for alloting staff assignments. 


3. It may be found advantageous to indicate the date of the last assign- 

ment performed in keeping this table current. This will protect 
against a staff member being kept away too long from a particular 
type of work. 








UTILIZING THE CLIENTS’ STAFF AND 
THE INTERNAL AUDITOR 
IN CONNECTION WITH THE 
INDEPENDENT PUBLIC ACCOUNTANTS’ 
EXAMINATION" 


By W. J. SHERLOCK 
Manager, Peat, Marwick, Mitchell & Co. 


Mr. Sherlock suggests that a company can reduce audit fees paid 
to public accountants in three ways (1) maintain a good system of 
internal check and control so as to minimize the extent of the auditor’s 
tests (2) temporarily assign employees to help conduct tests under the 
auditor’s direct supervision, and (3) assign employees to do the auditor’s 
clerical work and help him find the information he needs. 


The company’s internal auditor is primarily involved in method 
(1), since he is responsible for maintaining internal control. In certain 
circumstances he may also be involved in methods (2) and (3). 


N a group of internal auditors I am an outsider—an independent pub- 

lic accountant. However, our work is very much the same. Public 
accountants long ago became aware of the fact that detailed audits of 
large business organizations or even of medium-sized organizations 
were impossible—first because of the lack o” available trained personnel 
to conduct such detailed audits and secondly because the cost of such 
audits would be prohibitive. Thus we must look for alternatives to the 
detailed audit. The first alternative, it would seem to me, is an effective 
system of internal control, and the second, an internal auditor who is 
a good organizer and critic of the system of internal check and control. 


INTERNAL CONTROL 


Today both management and the independent public accountant 
recognize the inter-dependence of their respective responsibilities. The 
committee on Auditing Procedure of the American Institute of Account- 
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ants has defined internal control as follows: “Internal control comprises 
the plan of organization and all of the coordinate methods and measures 
adopted within a business to safeguard its assets, check the accuracy and 
reliability of its accounting data, promote operational efficiency, and 
encourage adherence to prescribed managerial policies.” 


Internal control has become increasingly important for the follow- 
ing reasons: 


(1) The complexity and size of most business enterprises today. 
Management is dependent upon varied and numerous reports. 


(2) Management is responsible for safeguarding the assets of the 
business enterprise and for the detection of fraud. 


(3) Internal control acts as a deterrent to human weakness and 
temptation. 


(4) The impracticability of detailed audits by public accountants. 


EVALUATION BY THE PUBLIC ACCOUNTANT 


It is generally recognized that the independent public accountant 
can rely on a good system of internal control and the work of a properly 
functioning internal auditing staff which is a major factor in such a 
system. However, he must first investigate and evaluate the system. 


The purpose of his investigation of the system of internal control 
is to formulate an opinion in regard to the degree of reliance he can 
place on the system and thereby establish the limits of his auditing 
procedures. However, the public accountant is in a position to be of 
aid to the client by making suggestions for changes in accounting pro- 
cedures, or other corrective measures, whenever his investigation indi- 
cates weaknesses in internal control. This aid to management, with the 
resultant savings from more efficient operations, is a service of the 
independent public accountant quite different from his role as reporter 
to stockholders on the fairness of financial statements. 


COOPERATION WITH INTERNAL AUDITORS 


The work of the internal auditing staff should be considered as a 
supplement to and not as a substitute for the work of the independent 
public accountant. However, opportunities for cooperation between the 
two are becoming increasingly common. 


If the independent public accountant is given comprehensive in- 
formation as to what the internal auditors have or have not accomp- 
lished, then he is in a position to plan his audit program so to obtain 
the maximum results with a minimum amount of work. Probably the 
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most important thing that a business enterprise can do to prepare for 
the independent public accountant and reduce the cost of his audits is to 
provide and maintain a thorough and efficient internal audit program. 
Then the work of the independent accountant can be coordinated with 
that of the internal auditor so to avoid duplication of work and exces- 
sive costs. 


The independent public accountant is concerned with the internal 
auditors’ confirmation of the accuracy of asset and liability and income 
and expense accounts. Accuracy of the accounts is a good measure of 
the adequacy of internal accounting checks and controls. 


The internal auditors’ working papers should be complete and pre- 
pared in sufficient detail to enable the public accountant to know just 
how thoroughly and how carefully the internal auditor has performed 
his audit work. 


The audit reports prepared by the internal auditor afford a means 
of acquainting the independent public accountant with the results of 
the internal auditor’s work. They should indicate the scope of the work 
performed, the exceptions found, particularly weaknesses in internal 
control, and recommendations made for their correction. The public 
accountant should then find out what action the responsible executives 
or department heads took as a result of the internal auditor’s criticisms 
and recommendations. 


JOINT AUDITS 


It is often mutually advantageous to the client and the independent 
public accountant to arrange for joint audits performed by the public 
accountant and the internal auditor, particularly in performing work 
which requires almost constant attendance at the client’s offices and 
proximity to accounting records. For example, frequently arrangements 
have been made by the independent public accountant with the internal 
auditor to confirm jointly the balances due from customers. Each might 
select certain letters of the alphabet to whom requests for confirmation 
would be sent or the public accountant might send requests to all cus- 
tomers showing a balance due at date of confirmation in excess of a cer- 
tain fixed amount, whereas, the internal auditor would mail requests 
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for confirmation of all or part of the remaining balances. The follow-up 
of all confirmation replies and the tracing of differences and exceptions 
reported might be delegated to the internal auditor with a final review 
by the public accountant. 


Another example of joint audit work is checking physical inven- 
tories. The independent public accountant may select certain locations 
to visit while the internal auditors visit those locations not selected by 
the public accountant. Or, members of the internal audit staff may join 
the public accountants’ staff in testing inventories at plants where in- 
ventories are large. In some situations differences disclosed as a result 
of physical inventory counts may be referred to the internal auditors 
for investigation. 


The public accountant may find evidence of deviations from pre- 
viously established accounting practices and procedures. These excep- 
tions also may be referred to the internal auditors because they are more 
familiar with the company’s prescribed procedures. 


The independent accountant, during the course of his examination, 
may point out a weakness in the system of internal control. Sometimes 
the cheapest and most satisfactory way of correcting the weakness is 
to assign additional work to the internal auditors. 


There are many other phases of the audit which may advan- 
tageously be performed jointly. If joint audits are to be successful the 
public accountant and internal auditor must have implicit faith and 
confidence in the ability and integrity of each other. The independent 
public accountant is, of course, primarily responsible for such joint 
audit work. 


Joint audits, to be successful, should be performed under a pre- 
arranged program of examination agreeable to both, an agreement as 
to the assignment and completion of details, and an arrangement for the 
exchange of working papers. 


INTERNAL AUDITOR RESPONSIBLE FOR INTERNAL CHECK 


Although the responsibility for the organization and enforcement 
of the internal check rests with the internal auditor, the independent 
public accountant must pass on the effectiveness of the system and the 
degree to which it is functioning. The responsibility of the independent 
public accountant is well expressed in the following excerpts taken 
originally from “Extensions of Auditing Procedures” and which were 
repeated in the special report entitled “Auditing Standards” subsequent- 
ly issued by the committee on auditing procedure of the American Insti- 
tute of Accountants: 
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“The independent auditor must also exercise his best judgment 
in deciding whether the interests of stockholders and creditors 
justify the time and expense involved in the extension of any par- 
ticular line of inquiry . . . It is the duty of the independent auditor 
to review the system of internal check and accounting control so as 
to determine the extent to which he considers that he is entitled to 
rely upon it. To exhaust the possibility of exposure of all cases of 
dishonesty or fraud, the independent auditor would have to exam- 
ine in detail all transactions. This would entail a prohibitive cost 
to the great majority of business enterprises—a cost which would 
pass all bounds of reasonable expectations of benefit or safeguard 
therefrom, and place undue burden on industry . . . It is worthy 
of repetition that the extent of sampling and testing should be based 
upon the independent auditor’s judgment as to the effectiveness of 
internal control, arrived at as a result of investigation, tests, and 
inquiries. Depending on his conclusions in this respect, the inde- 
pendent certified public accountant should extend or may restrict 
the degree of detailed examination.” 


OTHER WAYS OF REDUCING AUDIT FEES 


Proper arrangements made with the independent public accountant 
for time-saving aids often result in reduction in the cost of the audit 
without lowering its quality. The following are some steps which might 
be taken to carry out such a program: 


(1) Arrangements for the audit engagement should be made well 
in advance of the close of the year to be examined. 


(2) Arrangements should be made for a conference between the 
client and the public accountant before commencing any audit 
work. 


(3) A written agreement relative to the nature and scope of the 
examination and the results expected should be prepared. 


(4) The client should find out how many accountants are to be 
assigned to the engagement and provide adequate, well located, 
well lighted, well equipped and comfortable working space 
free from interference. Adequate storage space for records 
being worked on and for the accountants’ own working paper 
files should be provided. The auditor should have easy and 
quick access to accounting books and records, and to the em- 
ployes responsible for maintaining such records. 


(5) Part of the audit work, the interim test checking, should be 
completed before the end of the fiscal year. 
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The independent public accountant should make a preliminary 
review of accounting procedures and records and the system of internal 
control in order to design his audit program. 


The client should make available to the independent public account- 
ant copies of monthly and year-end financial statements. Work sheets 
prepared by the internal audit staff should be made available for review 
by the public accountant. In many instances working papers prepared 
by the internal auditors may be utilized by the public accountant, in 
lieu of working papers which he would otherwise have to prepare. 


The client should supply the public accountant with an up-to-date 
chart of accounts which he can use during the course of the audit and 
retain in his working papers. Also a list of principal accounting records 
should be furnished to the public accountant showing who maintains 
each source of entries to it. 


Minutes of the board of directors and executive committee meetings 
should contain approvals of all transactions that require approval by 


those bodies. 


Periodically during the course of the audit the accounting execu- 
tives of the company should personally ascertain that everything is 
going smoothly and that the public accountant is getting the necessary 
cooperation and assistance required to complete his work. 


The clerical work of preparing or filling in confirmation forms 
can be done by the client’s staff thus reducing the time required of the 
public accountant. Some confirmations such as those to vendors, em- 
ployees with advance accounts, and inventories in the hands of outsiders 
can often be prepared in advance of the audit date. 


The following is a list of working papers or schedules (applicable 
for a great many engagements) which may be prepared for the use and 
retention of the public accountants. (Of course, the correctness of these 
schedules will be confirmed independently by the public accountant.) 


(1) Summary of cash in bank balances or a summary of the recon- 
cilements of cash in bank balances with book balances showing 
deposits in transit, outstanding checks, and other reconciling items 
in total by banks. Also, copies of the various bank account recon- 
cilements as at the balance sheet date. 


(2) Summary of petty cash funds showing the name of the custodian, 

position held, amount of the fund and location. If the independent 
public accountant is not in attendance at the client’s office at the 
close of business on the balance sheet date, the internal auditors 











































(3) 


(4) 


(6 


(8 


(9) 
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might prepare analyses of the composition of each petty cash 
fund. 


A schedule of notes receivable showing date of the note, the name 
of the maker, the original amount of the note, the amount paid, 
the unpaid balance and collateral or endorsements, if any, together 
with pertinent information relative to interest, such as the rate, 
amount accrued and paid and the date to which paid. 


Schedule of all investment securities owned showing the name of 
the issuing company, the nature of the security, number of shares 
or par value, etc. together with interest accrued and received and 
dividends earned. The securities should be in order, in readiness 
for inspection by the public accountant. 


An aged trial balance of customers’ balances due as of the balance 
sheet date, with explanatory notations where necessary such as 
an account which did not originate from sales, etc. Credit balances 
should be shown in a separate column and not aged for they are 
usually classified in the balance sheet as a liability. 


An analysis of the bad debt allowance account for the year or per- 
iod being examined showing details of accounts charged off. 


A copy of the inventory summary, preferably with comparative 
figures for the preceding year shown too. A good clerical job of 
tabulating, pricing and extending inventory items which is easily 
traceable to physical count tickets will be of inestimable value to 
the public accountant and will save time in confirming the accur- 
acy of the inventory figures as shown in the balance sheet. The 
public accountant should be furnished with a copy of inventory 
taking and pricing procedures. 


A summary schedule showing the balances at the beginning and 
end of the year with additions and disposals during the year for 
property, plant and equipment accounts. Also a similar summary 
schedule showing the changes during the year in the related ac- 
cumulated depreciation accounts. A detailed analysis of the major 
additions to property, plant and equipment during the year show- 
ing a brief description of each item. It will save the public account- 
ant’s time if special files are maintained of invoices and other 
documents supporting additions to the fixed asset accounts. 


A schedule of insurance policies in force showing the name of the 
issuing company, the policy number, the type, extent of and 
property covered, amount of coverage or policy limitations, date, 
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term, amount of premium and unexpired portion thereof as of 
the balance sheet date. When the public accountant is ready to 
examine the insurance policies, they should be presented to him 
arranged in the order in which they are listed on the schedule 
prepared. 


(10) A tabulation of vouchers payable as of the balance sheet date 
showing debit balances in a separate column for these should be 
classified as an asset in the balance sheet unless relatively im- 
material in amount. Provision should be made for the public 
accountant to receive vendors’ statements as of the balance sheet 
date. 


(11) A schedule of notes payable, if any, showing pertinent informa- 
tion as to the notes as well as interest accrued or paid. 


(12) A summary of sales by products or departments (whatever classi 
fication is maintained) and by months. 


(13) Analysis of certain expense and miscellaneous income accounts 
such as repairs, taxes, contributions, etc. showing date, name, 
voucher number, amount and a brief description of each item. 
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“CENTS-LESS” ACCOUNTING“ 


By ROBERT H. BIRKHOLD 
Principal, Arthur Young & Company 


In this article the author outlines the advantages and disadvant- 
ages of “penny-less” accounting. He indicates that accounting is the 
only profession in which a millionth of a part receives just as meticu- 
lous attention as the part itself. In fact, he feels that the importance 
attached to the penny leads to a false impression of exactness. It is his 
contention that pennies serve little, if any, purpose in business report- 
ing except as an expression of unit prices and costs. 








ITHIN the past two or three years, even-dollar accounting has 
been gaining in use and popularity. Its advantages in particular 
situations have been such that every accountant may well consider its 
application to his own operation. Even with wider use of the method 
the market for this so-called cents-less accounting has barely been 
scratched. Only recently have the merits of the product begun to create 
any consumer demand. This is puzzling in many respects. It is a good 
product. It has been available for years; in fact, its origin dates back 
to the nineteen twenties. Perhaps the reason that it is only now com- 
ing into general acceptance may be traced to an indifferent marketing 
program in the early years. 


Before getting into the pros and cons of the method let’s review 
the history quickly. The first reference I have found on the subject goes 
back to 1941 when F. A. Schick, Comptroller of Bethlehem Steel reported 
on his company’s method of eliminating cents from the accounting 
records. Bethlehem Steel first employed it in 1927 and its use eventually 
spread to a number of other steel companies. With some variations, 
the Bethlehem method is similar to that installed by other companies 
since the war. With such an early and auspicious start it is difficult 
to understand why cents-less accounting did not spread outside the 
steel industry in the pre-war years. Fourteen years elapsed before it 
was first reported in a national publication and then, when the report 
did appear in the Journal of Accountancy at the beginning of the war, 
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accountants were too busy with other things to experiment with new 
and possibly troublesome systems revisions. 


The next mention was in 1947 when an article by Raymond Barber 
appeared in the NACA Bulletin. Although based on theoretical con- 
cepts it is the most complete paper that has appeared on the subject. 
It is a fact that even self-evident truths, or perhaps their corollaries, 
remain hidden until someone digs them out. Let me quote one of these 
from Mr. Barber’s paper. 


“Accounting is the only profession in which a millionth of a 
part receives just as meticulous attention as the part itself. We 
draw on the midnight oil just as long to find a three-cent mechan- 
ical error as we do for a three-hundred thousand dollar one.” 


Certainly, the penny as such plays no important part in the life of 
today’s business executive. Except as an expression of unit prices and 
costs, pennies serve little, if any, purpose in business reporting. In fact, 
they often contribute to confusion and mislead by giving an inference 
of exactness which does not exist. 


Accountants for years have been trying to dispel a general mis- 
understanding of one basic fact—that the use of exact figures in the 
accounts is only a recording device—that many of these exact figures 
are only representations of judgment and estimate. 


Somehow this effort has met with only partial success. Perhaps 
accountants themselves are to blame. Many seem to attach such im- 
portance to the penny—they spend hours in balancing every debit with 
a credit, they insist on such exact perfection in every figure—that it is 
little wonder a false impression of exactness exists. 


However, despite the difficulties, marked progress has been made 
in recent years. More and more, management has been taught to use 
accounting as an effective tool. Reports have been made more clear and 
understandable. With a better use of accounting information, stock- 
holders, employees and the general public have become more literate 
in matters of business and commerce. 


This educational process has two aspects—first, the development 
of records to accumulate better accounting information and then, the 
assembly and interpretation of this information in such a way that it 
becomes clear to others. 


In this evolution, both internal and external reporting have bene- 
fitted from the use of many devices which make reading and under- 
standing easier. Not the least of these has been the elimination of pen- 
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nies and in many cases thousands of dollars. For example, the use of 
pennies in corporate annual reports is today restricted to a relatively 
small minority. 


With this almost universal recognition that pennies have no real 
place in our financial reporting, it is somewhat surprising that they 
are treated with such reverence in the books. True, they serve a neces- 
sary and useful purpose in our decimal money system as a unit of 
exchange. Purchases and sales are carried on in terms of dollars and 
cents. And to the extent that our accounting records are used to reflect 
these purchases and sales, these also must be carried in dollars and cents. 
In other words, if we are to live in the business community, we must 
not only speak the same language as our neighbors but the same dialect. 


However, there is no good reason why another dialect shouldn't 
be used when we're at home. A moment's thought will prove that a 
large proportion of our bookkeeping is carried on, not for outsiders, but 
for ourselves. Profit and loss accounts and cost accounting records are 
maintained in great numbers and in great detail to keep the business 
under control. Practically all balance sheet accounts—with the excep- 
tion of cash, accounts receivable and accounts payable—serve the same 
purpose—to help management manage the business. The language that 
is used in these records is of little or no concern outside the company. 


Certainly, pennies in these records serve no useful purpose if we 
have assurance that the accounts provide information sufficiently exact 
to operate the business. Primarily, these accounts are the ones which 
reflect business judgment and estimate. Under these conditions, insist- 
ence on penny accuracy for the sake of accuracy in pennies hardly 
reflects the highest degree of common sense. 


Now, to define cents-less accounting. Simply stated, it means keep- 
ing the records within acceptable tolerances of exactness—zero toler- 
ance in the case of the outside accounts having to do with taking in or 
paying out of cash, something more than zero tolerance for the inside 
accounts. 


Over the past two or three years I have had the opportunity to ob- 
serve this approach employed successfully in several companies. Book- 
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keeping operations have been simplified, work loads eased and the 
volume of clerical work reduced. 


In a number of instances our methods department has combined 
penny elimination with other systems revisions. We have noted one 
thing which is common to all applications. Although cents-less account- 
ing does sound rather mysterious, it is amazingly simple to install. In 
two companies with which I am familiar, the accounting instructions 
to make the change required less than a page. In another, the change- 
over has been made without written instructions. Let me read from a 
letter I received last month from Charles Jones, Secretary and Treasurer 
of Alan Wood Steel Company in Conshohocken, Pennsylvania. 


“We installed ‘cents-less’ accounting in several steps and it has 
only been completed last month as far as we expect to go at the present 
time. There are several places where we may be able to expand this 
in the future. 


“So far we are very favorably impressed with this change. It is 
particularly advantageous in the preparation of all statements and re- 
ports where showing the cents meant nothing and required a lot more 
figures to go over. We are currently eliminating cents in all of our stores 
requisitions, accounts payable invoices, labor distribution, accruals, 
charges to property accounts, in fact, in practically everything that 
affects our profit and loss items. 


“We have also eliminated cents from all of our detail property 
ledgers by rounding off to actual dollars the balances in these various 
property accounts at the beginning of the current year. 


“We have not had an opportunity to check on the actual saving in 
time, but we do know that there is a considerable saving in time in the 
preparation of various cost statements and other detailed reports, most 
of which are done in longhand in ditto, and also in the many typed 
reports for management and supervisors.” 


In my experience with companies which have eliminated pennies 
from their records since the war, this example is typical. No doubt, most 
of you have read or heard Mr. L. F. Adams of Dravo Corporation tell 
of his company’s experience. Time Incorporated, which publishes Time, 
Life and Fortune, has had equally good results. A number of our clients 
have applied the technique in various circumstances in the past year 
or two and I have yet to hear the report of a dissatisfied user. 


However, this does not mean that cents-less accounting is the cure 
for all bookkeeping ailments. While its benefits are usually worthwhile 
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in the aggregate, I do not wish to be guilty of overselling. To get the 
proper perspective, let’s review these benefits: 


Reductions in payroll costs should perhaps be listed first. Dravo has 
reported savings in clerical accounting salaries directly attributable to 
penny elimination in excess of 10%. Actual salary reductions to this 
extent are undoubtedly possible in many companies, but to my mind 
this possibility should not be the major factor to consider in the adoption 
of cents-less accounting. Two companies in other lines of business have 
reported no substantial savings but their accounting executives are en- 
thusiastic for other reasons. For example: In many companies the pres- 
sure for monthly statements is applied almost before the month is over. 
The result is a very hectic week for the accounting department. If the 
accounts are kept in pennies, the closing schedule often leaves no time 
for rounding out the statements to even dollars which at best is a labor- 
ious and time consuming job. 


One company has found that cents-less accounting alone has re- 
sulted in significant reductions in statement preparation time and the 
elimination of closing overtime. In addition, improvements in state- 
ment appearance and readability have resulted from elimination of pen- 
nies on the statements. Operating executives are pleased that they no 
longer have to search through the pennies to find the significance of the 
dollars. Another company has been able to trim a complete day from its 
closing schedule in typing time alone. 


A general lessening in errors is a by-product benefit which cannot 
be ignored. Assuming 40% fewer digits in the round dollar accounts, 
it isn’t too difficult to see how the opportunity for errors is correspond- 
ingly reduced. But it is also a fact that many operations are made easier 
by more than 40%. Many additions of three column figures can be 
made mentally; with five columns a machine is necessary. Errors can 
be picked out at a glance in three column figures and must be searched 
for in five columns. Sub-control accounts established only for proving 
subsidiary records can often be eliminated along with the pennies. 


Cents-less accounting can also give a lift to morale in the account- 
ing department. Handling pennies—and especially searching for trivial 
errors in the cents column—can make bookkeeping a pretty routine 
task. Without the pennies, the same job can assume greater importance. 
Time savings will normally result in greater productivity but even with- 
out this, a better quality of work should result. 


As preparation of operating reports is simplified, so is the prepara- 
tion of tax returns and the many other reports required to stay in busi- 
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ness today. I would assume, too, that any simplifications would carry 
through to the work of the internal auditor or public accountant who 
examines the accounts. It seems safe to say that his work should be 
easier and accomplished in less time. 


Now, let’s consider the objections for a moment. The one most 
frequently voiced concerns loss of control and it has some validity. To 
gain the full benefit from penny elimination, one distinct departure 
from the time-honored concept of double-entry bookkeeping must be 
made; that is, that every entry, and particularly every receipts and dis- 
bursements entry, must be balanced out to the penny. The secret, if 
there is one, in cents-less accounting, is the elimination of pennies at 
the earliest possible moment before they have a chance to clog up the 
bookkeeping pipelines. Since outside transactions must be exact, and 
since the distributions of these transactions to the inside accounts are 
in even amounts, minor differences are bound to result in the inside 
accounts. This means that two additional controls are necessary—first, 
a positive control on the flow of cash and, secondly, a control to keep 
the differences within acceptable tolerances. Obviously, the additional 
controls should not result in more work than is saved through the penny 
elimination. 


Another objection—and this one to my mind is a complete mis- 
conception—is that cents-less accounting is inaccurate accounting, that 
differences will accumulate into distortions. In the first place, as we 
have defined cents-less accounting, it is used only in those accounts 
where a small margin of difference is acceptable. Study may disclose 
other areas in which it isn’t applicable, for example in supplies accounts 
having a large volume of transactions less than $1. Cents-less account- 
ing also implies full use of the principle of offset—pennies are rounded, 
not dropped; differences are so nearly compensating as to be inconse- 
quential. For example, in a year’s time and on $115 million of trans- 
actions, Mr. Adams of Dravo reports an accumulated variance of $306.- 
32. On a similar volume the net variance at Time Incorporated is less 
than $100 after a year’s operation. Another company after seven months 
and 80,000 transactions had a variance of less than $60. 


Even if the variances resulting from penny elimination were not so 
small, another point should be considered. Proper use of any accounting 
system assumes that figures will be collected and then used in the opera- 
tion of the business. Comparisons with budgets require analysis of oper- 
ating accounts. Most companies have internal audit staffs which spend 
much of their time in locating and preventing errors .The outside audi- 
tors are alert for bookkeeping mistakes. All of which leads to this obser- 
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vation. Under any accounting method, mistakes are going to be made; 
if the accounts are used as they should be, the significant mistakes will 
be disclosed and corrected. Overcontrol, at least from the viewpoint of 
economical operation may be possible. There is little point in spending 
more money to prevent error than the error is worth. 


One real problem, however, is the matter of employee training. 
Without complete understanding of the reasons behind cents-less ac- 
counting and how it’s used, the full potential may not be realized and 
besides, sloppy work habits may result. At the outset some employee 
education is undoubtedly indicated. Employees accustomed to balancing 
out every entry and perhaps not aware of the additional controls on 
the floating pennies, may feel that some easing up is in order. However, 
this is essentially a problem of supervision and should be met as such. 


CONCLUSION 


In summary, then, cents-less accounting appears about as follows: 
It is neither a new nor even a revolutionary idea, but rather it is a com- 
mon-sense approach to bookkeeping. By the same token, revolutionary 
results should not be expected from it in the sense that electronic ac- 
counting machines are likely to bring about major changes. 


It cannot be indiscriminately applied to all accounting records. It 
has no place in those books and records which reflect outside transac- 
tions. Its advantage in many smaller companies is questionable. 


It may or may not result in significant payroll savings. But, almost 
without exception, it will make the detailed accounting work easier, and 
more important, it will remove much of the pressure from the month- 
end work peaks. In many companies, it will provide the means for 
preparing better operating statements at an earlier date. In comparison 
with other systems revisions it is easy to install. 


Against these are the dangers of loss in control and problems of 
employee training and supervision. Certainly no installation should be 
started without careful thought and analysis. 


The list of companies using the method has been growing steadily. 
I am convinced that the list will continue to grow as each new convert 
becomes a missionary. 


A DEPARTMANT STORE EXECUTIVE 
EVALUATES INTERNAL AUDITING” 


By E. T. AGENO, C.P.A. 
Treasurer-Controller, Walker-Scott Corp. 


The field where internal auditors can make the biggest strides 
toward better service to management is the field of appraising control 
procedures. Executives cannot manage a business without adequate 
controls, yet controls cost money and slow up operations. They need to 
know which controls are essential and which are unessential; whether 
each particular control is worth what it costs; how great (in terms of 
net profit) is the risk of not having it. This is the most valuable kind 
of information an internal auditor can give his management. 


Mr. Ageno illustrates this thesis by reference to certain operations 
of a department store, but it applies as well in other industries. 


HE fact that Tue INstiruTe or INTERNAL AuptrTors has enjoyed 

such a successful and rapid growth since its inception some eleven 
years ago not only indicates that internal auditors have done a fine job 
of organizing, but also indicates that they are filling a very definite need 
in the realm of business. In a measure, it is also a reflection of the grow- 
ing importance of the internal auditor. Certainly it is striking evidence 
of the increasing acceptance and recognition of his work, by business 
in general. 


For an organization to continue to enjoy this exceptional success, 
it must have a sound and practical purpose. A good example of this 
soundness is displayed in the foreword to Tue INstrruTe’s statement of 
“Responsibilities of the Internal Auditor.” 


The Job Still to be Done 


The simple principle of flexibility, the wise recognition that many 
problems still remain unsolved is very ably expressed. The foreword 
first states that the Board of Directors of Tue Instirute approve the 
statement, and then goes on to say, “It is not intended, however, that 
the treatment of the various matters in the statement was considered 
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in any sense to be final or fixed. Rather, it was recognized that the 
principles and concepts relating to internal auditing are evolving con- 
stantly. The approval, therefore, represented essentially an endorsement 
of what the Board believes to be a fair and considered statement of 
responsibilities of the internal auditor at its present stage of develop- 
ment. The statement is, therefore, subject to such further modification in 
the future as may appear to be warranted in the light of new conditions 
and needs and through further development in the professional stature 
of the internal auditor.” 


There’s no mistaking the intent here. These ideas are all right for 
now but the biggest thing about this organization is the job still to be 
done. 


The great variety of businesses represented by your membership is 
additional testimony to the wide acceptance enjoyed by the profession. 
Very few business organizations, particularly the larger ones, have 
failed to recognize the value of the internal audit function. To say they 
are all using it to best advantage, however, would not be very factual. 
Much remains to be learned by both management and internal auditors. 


Still it is not in the least unreasonable to assume that were it not 
for the internal auditor, the tremendous production potential of Ameri- 
can industry so ably demonstrated in the last war would not be possible. 
For it is partly through his efforts that efficiency and economy of pro- 
duction result. 


Why Internal Auditing 


The principle of internal audit is good, it is sound, it is necessary 
to an efficient operation, and it is here to stay. 


The day has long since passed when the average business was small 
enough to be managed by one man. The village blacksmith was replaced 
by automobile factories covering hundreds of acres. The neighborhood 
grocer, the tailor, the baker and the shoemaker in many cases grew to 
great chains. Tremendous strides made in chemical and other scientific 
research all played their part in the trend to big business. This by no 
means meant the disappearance of the small business man; on the con- 
trary, as big business grew, many small businesses continued to thrive 
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and grow in numbers. In spite of the many great grocery chains, the 
individually owned grocer still does approximately 75% of all the groc- 
ery business in this country. 


The fact remains that as business grew so did its complexities, and 
with these complexities greater need for specialized supervision became 
inevitable. Somebody has to tell the boss what's going on! 


For many years, the retail department store has held itself apart. 
The general feeling was that its problems were unique and peculiar to 
the department store field. It’s all very well to apply such things as mass 
production methods, time and motion studies, work simplification pro- 
grams, internal audit, etc. to manufacturing and other industry, but 
these things have no place in retailing. We're different, we can’t apply 
these techniques, so said a great number of retailers—but time has 
shown they were wrong! In the beginning a very few of the more 
venturesome and daring retailers made timid and tentative attempts to 
employ some of these techniques in their business. Like a person samp- 
ling hot soup, or a reluctant toe being dipped into a cold tub, these efforts 
were lacking in the confidence born of experience and know how. Time 
is changing all this, and today finds great numbers of retailers using 
more and more of the techniques of general industry. Gradually the 
gap between progress made by American industry and that made by 
retailers is closing. As industry was forced to find better ways to operate, 
so was retailing. 


Internal Audit Staffs Now 


It is not uncommon to find very complete internal audit staffs in 
many of the larger department stores. 


Perhaps as long as twenty years ago, the great R. H. Macy depart 
ment store group included in its organization an internal audit staff. 
Back in 1937, which was my earliest contact with this store, their in- 
ternal audit staff was sectionalized. They had individuals in charge of 
Cash, Fixed Assets, Accounts Receivable, Sales Audit, Foreign office, 
and other main segments of their operation. As I recall, these indi- 
viduals and their staffs were not operating groups, but did have certain 
operating responsibilities such as the accumulation of information for 
the preparation of journal entries and certain management reports. The 
supervision of the actual operating departments was left to department 
managers. The internal audit staff was, in fact, a coordinating group 
which brought together all of the information developed by the several 
operating departments. 


Their responsibilities also covered the verification and substantia- 
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tion of results and reports which emanated from these departments. As 
well, their duties included the preparation of the many reports and 
schedules required by the outside accountants for purposes of their 
year-end audit. i remember that little was done in the way of checking 
procedures and company policies. This I found to be true also in many 
other department stores with which I had contact while I was engaged 
in public accounting. 


Over the years more department store controllers found ways and 
means to include functions of internal audit in their operations; if not 
with separate staffs, then at least as part of divided responsibility with 
operating heads. 


This then was a step in the right direction. The enlightened atti- 
tude on the part of retailers made it possible for many controllers, 
through the use of internal audit staffs, to improve the operations of 
their stores. More than that, it was gradually being realized that the 
management which had an efficient internal audit department could 
place greater reliance on information and reports which were submitted 
by the various operating departments. 


The Internal Audit Function 
In my concept of the internal audit function there are three major 
divisions: 


1. The examination of various detail records and accounts in order 
to disclose whether or not the system prescribed is being fol- 
lowed, together with tests for accuracy. 


to 


The examination of the existing procedures and the system of 
checks and balances, with a view to disclosing whether or not 
provision is made for adequate safeguards against error, fraud 
and the production of faulty or inadequate end reports. 


3. The production of reports covering operations of various phases 
of a system, recommendations to management of improvements 
designed for greater efficiency or more adequate control and 
cost studies which can be used by management in deciding 
whether or not the cost of the control is feasible. 


Programs for Examining Detail Records 

Examining detail records and accounts can be accomplished in a 
number of ways. In general use is the familiar audit program. This 
serves as a guide in determining the manner in which the examination 
should be made. The audit program also provides a check-list which can 
be used to insure that all phases of a particular examination are covered. 
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The question and answer form of audit program which is designed 
to produce certain factual and statistical information is useful when 
it is tailored to meet specific conditions and situations. 


The program which I favor and which is more general in nature 
is one which is represented by a series of statements and instructions 
which inform the auditor what to examine, what to look for, the result 
or condition to expect if things are in order, the extent of the examina- 
tion to be made, and other instructions. Much of the information in 
this type of program is in the nature of auditing theory and practice. 
This makes the program ideally suited for general purposes. 


There are, of course, many advantages and disadvantages in either 
form of program. The problem at hand will necessarily be the first 
consideration when any choice is to be made. 


How far should the internal auditor go? Here I believe he must 
have available a great deal of latitude. He should be guided largely by 
what he finds in preliminary tests and his examination should be limited 
only to the extent that it is sufficient to produce adequate and informa- 
tive reports to top management. 


Further Development Needed 


That phase of the internal auditor’s work which has to do with 
review of existing procedures is, to me, of extreme importance. It is this 
field that still meeds considerable development. For the proper and 
efficient functioning of this phase it is necessary that the internal auditor 
be well grounded in company policies and procedures. He, of course, 
must be completely familiar with all forms of reports, statements and 
other types of information issued periodically by the various depart 
ments or divisions of the company. It is important that his knowledge of 
these matters be fundamental. Knowing how but not why often leads 
to serious errors in judgment. 


As to the reports prepared by the internal auditor, emphasis should 
be placed on completeness and accuracy. In order to earn and retain 
the respect and confidence, not caly of management, but also of all 
the others whose work becomes the basis for your report, you must 
know what you are talking about. You are doing highly important work 
and many far reaching decisions may result. or be based on the informa 
tion you furnish management. Your reports should reflect the dignity 
befitting the high level of your responsibility. This. you must earn. It 
will not be given nor conveyed by the title you have, whatever it may be 


Is there a place for the internal auditor in department store opera- 
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tion? Very definitely, there is! In a retail department store of average 
size, say seven to ten million volume, hundreds of procedures are em- 
ployed. Store systems involve handling of many types of sales, such as 
regular charge, installment, several varieties of budget accounts, 
C.0.D.’s, will call, special orders, exchanges and many others. Special 
procedures exist for handling of returns, refunds, pick-ups and deliv- 
eries. Different methods are in use for store scrip, such as gift certifi- 
cates, credit coupons, etc. These are just a few. Then, of course, all of 
the accounting procedures and systems add to this already complex 
detail. Here then is an internal audit paradise, enough material to sat- 
isfy and keep completely occupied the most avid internal auditor. 


Too Much of a Mystery 


When I mentioned to our President and General Manager, Mr. 
George A. Scott, the title of this paper, “A Department Store Executive 
Evaluates Internal Auditing,” his first comment was, “Did you ask any 
department store executives their opinion of Internal Auditing?” After 
I recovered, I said, “Oh no, shouldn’t I draw on my own experience? 
Furthermore no other executive in our store knows anything about 
internal audit, it is not his field, so what possible good would come of 
it?” “Well,” he said, “that’s one important reason why it has been so 
hard to sell internal audit to retailers. It’s too much of a mystery. Pull 
up the iron curtain. Let it out in the fresh air. Talk internal audit to 
merchandise managers, store superintendents, advertising directors, etc. 
Maybe they won’t know much about it, but they're all a part of manage- 
ment and their understanding and approval will be very helpful.” 


I don’t believe any retail store controller will deny that internal 
audit, properly administered, touches every division of his business. If 
so, then why should the heads of each of these divisions not be made 
aware of what internal audit can do? 


Checking Procedures 


From the standpoint of value to a department store it is my con- 
sidered opinion that the internal auditor’s greatest contribution can 
be made in the field of checking adequacy and use of procedures. 


As a by-product, this approach of checking procedures should pro- 
duce tests of accuracy. Such tests should be directed more toward prin- 
ciples of application rather than to questions of mathematical correct- 
ness. The use of control balances intelligently placed in procedures 
should afford reasonable mathematical results. 
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Calculated Risk vs. Risky Calculation 


It has been my sad experience that all too often controls have been 
dropped in the name of “Calculated Risk,” only to find that the risk 
was not calculated at all, but rather was unknown. 


Perhaps an example would better illustrate my point. For those 
who are not familiar with department stores, let me first explain that 
one simple type of refund involves the return of merchandise and the 
issuance of a refund voucher. Assuming that the original purchase 
was a cash transaction, the voucher issued can be used by the customer 
as cash, or can be used to authorize the issuance of a check to be mailed 
to the customer. 


One form of control requires an approval by the selling department 
representative attesting to the fact that merchandise has been received 
by the department and that the amount of refund is correct. Some stores 
have eliminated the selling department approval in an effort to speed 
up the process, in the interest of better customer service. Now without 
attempting any judgment as to the relative merits of one system over 
the other, I think we can all agree that the elimination of the selling 
department approval represents a risk. Such a risk is, in my opinion, 
not measurable and, therefore, should not be considered a “Calculated 
Risk.” Losses made possible by lack of control could easily run into 
thousands of dollars for a large store and be proportionally important 
in small stores. 


Contrast this with the problem of charging leased departments 
with certain overall store expenses which under their lease agreement 
they have agreed to stand. I am thinking of such items as supplies and 
parking validation expenses. To properly charge such items, an account- 
ing department could go to infinite lengths in the distribution of requisi- 
tions for supplies, and in accounting for all parking validations by 
departments. To forget all this detail and to establish amounts to be 
charged on the basis of test periods would eliminate considerable clerical 
cost. The possibility of losses through undercharging for these items 
is remote and, therefore, the elimination of close control is desirable. 
This, I would term a “Calculated Risk.” 


To avoid any misunderstanding, let me say that, in my opinion, a 
calculated risk, when used properly, is not only a worthwhile device, 
but its use is essential to any economical and well ordered program of 
store operation. The use of single change funds for two or more sales- 
people, the elimination of counting coins in individual deposits of sales- 
people and substituting a combined count of coins by use of a coin 
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counting machine, the use of departmental time sheets in place of 
mechanically operated time clocks (eliminating employee travel time 
between time clocks and departments); these and perhaps hundreds 
more of similar calculated risks are well known and none will deny that 
without such an approach the problem of expense control would be 
infinitely greater. 


Most Room for Improvement 

It is this field then where the internal auditor can make great 
strides. Whether it be in department stores or in other businesses, the 
elimination of useless and obsolete controls, the common-sense, down-to- 
earth evaluation of procedures, the weeding out of risks which are not 
calculated; this is his opportunity. 


Unless the internal auditor views each operation from the top 
down, unless he gives due consideration to possible results, should he 
not make a given test or examination, he will fall far short of fulfilling 
his obligation to management. 


Management has every right to expect the internal auditor to think. 
But management cannot expect this kind of performance unless, and 
until, they recognize the value of a properly organized and supported 
internal audit staff as a management tool. 
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FOREWORD (Instructor's Manual}—Conclusion 


IMPORTANCE OF INTERNAL AUDITING IN BUSINESS 


S mentioned, while internal auditing had its initial beginnings 

many years ago, its major development has occurred within the 
past ten years. A major impetus to accounting and public auditing 
came in prior years from the increasing demands and requirements of 
governmental tax and regulatory agencies and the growth in size and 
scope of corporate operations. The impetus to internal auditing has 
come from the pace of growth of recent years, the consequent increase 
in the problems of management control and the realization that internal 
auditing is a valuable aid in the appraisal and solution of these prob- 
lems. 


Advancement in the scope and the status of internal auditing has 
not been uniform; certain industries and certain companies have shown 
greater or less development in comparison with the average. In financial 
institutions, such as banks and insurance companies, internal auditing 
has necessarily been a most important phase of their operations for 
many years. Companies with many divisions and branches, particularly 
those operating over a broad geographical area, have tended to broaden 
their internal auditing activities more than companies which are con- 
fined to a small area. 


There has developed a pattern of duties and responsibilities that, 
while far from uniform, is becoming more and more crystallized. In 
1941 it would have been impossible to develop a Statement of Responsi 
bilities of the Internal Auditor that would have found any degree of 
acceptance. In 1947 it was possible for Tue INstirute or INTERNAL 
Aupirors to develop and promulgate a Statement of Responsibilities 
which has had wide circulation and acceptance in diverse fields of 
business. 


An index of the importance which present-day business attaches to 
internal auditing is the money that is spent on it. In each of three large 
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corporations, for example, the budget of the internal audit department 
is approximately $1,000,000 annually. This amount is from five to ten 
times as much as the amount which these businesses spend for public 
accounting services; this proportion is indicative of the need for ade- 
quate training of students in the requirements of this new profession. 


Originally, the internal auditing profession naturally drew much 
of its personnel from public accounting organizations. In recent years, 
however, because of the different philosophy and approach, the ten- 
dency has been for companies to recruit and train men directly for 
internal auditing, drawing personnel either on graduation from educa- 
tional institutions or from accounting units within their own businesses. 


Internal auditing has evolved and grown to the status of a separate 
profession, with distinct responsibilities, distinct philosophy and distinct 
basic educational requirements. 


QUESTIONS AND ANSWERS 


RECONCILIATION OF BANK ACCOUNTS 
(Submitted by Roland F. Alt, General Auditor, Allis Chalmers Mfg. Co.) 


Question: 


In an accounting organization having a cashier responsible for 
preparation of general checks for local purchases, etc., which are coun- 
tersigned by other personnel; and for mechanically signing checks for 
which journal entries and check preparation were performed independ- 
ently by a payroll department, is there a valid reason for: 


1. Having storage of blank checks under some individual or depart- 
ment other than those involved in preparing or signing checks? 


2. Having bank reconciliations prepared by personnel other than 
those in the cashier’s office? 


It is understood that an annual selective audit by an internal audit- 
ing staff will be performed at which time current reconciliations will be 
made independently. 


Eprror’s Nore: This question was so interesting and so general in its 
applicability that it was submitted to three members 
of Tue INstirurE—representatives of widely differ- 
ent types of businesses—for their respective considera- 
tion. The answers as submitted by these gentlemen 

follow exactly as received. 
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Answer: 
1. Storage of Blank Checks 


a. Enough fraud cases involving unrecorded checks have been re- 
ported to emphasize the value of accounting by serial number for 
every check printed with a company’s name. Requiring a count- 
ersignature is not a strong safeguard against failure to record 
all checks. 

b. If this accounting for all checks is made only once a year, the 
risk is greater than if it is made more frequently. 

c. Reconciling bank statements with recorded disbursements does 
not, by itself, account for all checks printed. At any particular 
time an unrecorded check might be outstanding. 


d. One safeguard against this latter possibility is to account for all 
blank checks not yet recorded as issued at that particular time. 
(Another way to check that possibility, at a later time, is to 
reconcile all subsequent bank statements.) 

e. Dividing responsibility for the physical possession of blank 
checks is not as important as independent accounting for all 
checks printed and comparison with the numbers issued and 
voided. Under certain circumstances, however, the former facili- 
tates the latter. 


2. Independent Reconciliation of Bank Statements 


A bank reconciliation is a comparison of (a) the bank’s record of its 
transactions with the company, and (b) the company’s record of its 
transactions with the bank. The reasons why this comparison should be 
made by someone who is unable to make or change entries in the com 
pany’s record, seem too numerous to list. They are even more numerous, 
for example, if the person who maintains the company’s record of bank 
transactions (a cashier in the situation cited) has access to company 
currency or cash receipts. 


Let us therefore assume that the primary intent of the question is 
to ask whether three particular procedures, which have been established 
in this company, are sufficient to nullify the reasons for independent 
bank reconciliations. The procedures cited are: 


(1) Checks (other than payroll checks) are countersigned by per- 
sons other than the cashier. 

(2) Payroll checks are prepared (but not signed) by other persons, 
who independently report the total amount of each payroll to 

the general ledger bookkeeper. 
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(3) Once a year the “current” bank reconciliation is made by an 

internal auditor. 

Let us consider merely one possibility regarding each of these three 
procedures: 

(1) The countersignature requirement may (or may not) prevent 
improper disbursements from the bank; it cannot prevent improper 
entries in the record of cash receipts and disbursements to hide fraud- 
ulent transactions of other sorts. (2) Individual payroll checks could 
be changed or substituted by the cashier. (3) The cash book entries 
could be fraudulently manipulated for every month except that recon- 
ciled by the auditor. 


Many other possibilities readily come to mind. Thus we see that 
the three established procedures are not sufficient to nullify the reasons 
for an independent bank reconciliation every month. 


To fully answer the questions raised, certain assumptions must be 
made. 


I presume that the Accounts Payable Department has audited the 
invoices and has ascertained that all necessary supporting documents 
such as purchase requisitions, purchase orders, receiving tickets, etc., 
bear the proper approvals before being submitted to the cashier to pre- 
pare the checks. Right here we come to the parting of the ways. I do 
not recommend that the cashier be permitted to sign the checks. In my 
opinion no one participating in the preparation of invoices for payment 
or the preparation of checks should ever be permitted to sign or re- 
handle the checks prior to or after payment. If this rule is adhered to, 
the questions raised become academic. The control of blank checks will 
help no one even momentarily who cannot sign checks and certainly 
if the bank accounts are reconciled by the Internal Auditing Depart- 
ment or by members of the Treasury Department not in any way con- 
nected with the preparation of invoices or checks, the possibility of fraud 
remaining hidden is remote. 


It may be well to remind you that in the “Survey of Internal 
Auditing,” recently released by Tue INstirute or INTERNAL AuptITors, 
in response to the question concerning monthly bank reconciliations, the 
Internal Auditing Departments of the leading organizations in our 
country answered as follows: 

Solely responsible 130 
Not responsible 24 
Test or observation 129 
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Separate Custody & Accountability for Blank Forms 


Inventorying a beginning balance, following it through and report- 
ing upon it, is the general basis for accountability of a custodian. 

The storekeeper of a warehouse is effective only if he keeps records 
and is charged with exact accountability after being given proper pro- 
tection and facilities. The extreme in ineffective accountability is the 
lack of control in a factory of several departments where not only sale 
able products are made but along with them, saleable waste and by- 
products, with no measure or record of either movement or conversion of 
materials and products. Good housekeeping (law and order) can be over- 
done and is not a prime objective but it is still an indispensable factor. 


There are two things to consider in all controls: (1) are they nat- 
ural (work smoothly); and (2) if a nuisance, are they really worth 
their salt? 

Knowing what you have and where it is, is a must when you are 
handling valuable items. Are blank forms valuable? If being currently 
used, they are at least worth what they cost. If pre-numbered (perhaps 
an old-fashioned idea but very useful), identity and accountability is 
made easier. 

The readiness with which company forms are taken at face value 
as authorizing purchase, delivery, credit, receipt or passage cash, is the 
leading factor when considering how close a control to place on blank 
forms by segregating custody from use. 


When a company’s transactions become so many as to require 
mass handling. it becomes easier for someone to introduce a fraudulently 
filled out form into the system without detection. The tendency is to 
meet these conditions by setting up controls, dividing functions, etc., 
to minimize opportunity for misuse by a number of people taking part 
in the procedure. Unauthorized shipments, and diversion of assets are 
made under forged signatures or information when this volume of 
handling items is done by various individuals having no intelligent 
knowledge of the flow of business. 


To summarize, when blank forms of any kind are purchased in 
such quantities as to create problems of proper storage and of responsible 
issuing, these duties must be performed by someone given proper facili- 
ties and charged with meticulous accountability. This function of cus- 
tody and accountability rarely fits into the duties of bookkeeping, 
accounting or auditing departments. A warehouse man is often given 
this job. He handles everything from railroad rails to light bulbs and 
commercial diamonds normally and usually has a department for caring 
for valuable supplies. 
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Where the quantity of forms does not justify special handling, the 
problem is entirely one of degree. A cashier must have one or two pads 
of checks in order to function. If ten are obtained at once he will prob- 
ably take as good care of ten as of two. If a thousand checks are drawn 
in a day, there is no question that the physical bulk of a proper supply 
would call for periodic replenishment in quantities that would be un- 
manageable in the department using them. 


Where there is a chain procedure to handle preparation of vouchers 
and checks involving several people whose duties are clerical and who 
are neither paid for nor charged with much responsibility, it is wise 
to be sure blankforms are not available for misuse. Both procedures and 
custody of blank forms should be planned to minimize temptation to 
defraud. 


Bank Reconciliations by Individuals Other Than Those Originating 
Bank Transactions (Checks, Deposits, etc.) or Recording Them 

The fact that the bank keeps a record of the company’s cash trans- 
actions which is parallel with the company’s own and which deals with 
the identical items, makes bank statements and returned cancelled 
vouchers one of the most valuable verification mediums. There is no 
question that periodic audits must use this evidence by receiving it 
directly from the bank. The desirability of extending this practice to a 
monthly reconciliation by someone outside of cashier’s work and pre- 
ferably outside the Accounting Department is only a question of avail- 
ability and teachableness of such an individual. 


Bank reconciliations are not part of bookkeeping. They merely are 
an intermediate proof and check up on items clearing through the bank. 
The regular records may be currently kept up whether reconciliations 
are made or not, we sadly, often learn. 


While comforting for the person handling cash items to know all 
is well with the bank, it is not necessary and no inconvenience in rela- 
tion to the rest of his work. 


There is nothing to be lost and much to be gained by segregating 
the reconciliation function. The only valid excuse to leave this job in 
the hands of the person handling cash items or records is the unavaila- 
bility of someone to delegate it to. 


Eprror’s Nore: We suggest again that the Question and Answer fea- 
ture of the Student’s Department can be a very con- 
structive medium for exchange of information. Send 
in your questions. We will do the best we can with 
them. It is our promise that none will be neglected. 
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"WHAT MANAGEMENT EXPECTS FROM 
THE INTERNAL AUDITOR” 


By W. J. PENNINGTON, C.P.A. 


Comptroller, Seattle Times 


At the risk of being elementary, I should like to read to you the 
best definition I have seen on modern internal auditing: 


“Internal auditing is the organized activity on the part of man- 
agement to assure itself of proper adherence to company pro- 
cedure and policies, and to secure the benefits of a systematic 
and objective verification and appraisal of the accounting, fin- 
ancial and other aspects of a company’s operations.” 


Although the roots of internal auditing are in accounting, its key 
purpose lies in the area of management control. It comprises a complete 
intra-company financial and operational review embracing three major 
functions: 


(1) It rounds out and perfects the system of internal control. No 
matter how perfect the design of an accounting system, it 
must be reviewed constantly to assure its proper functioning. 


(2) It is essential in the verification of financial statements. The 
Securities and Exchange Commission and the New York Stock 
Exchange and certain other regulatory agencies have empha- 
sized in varying degrees the need for internal auditing as a 
part of the system of internal control. 


(3) It is an essential part of management. The S.E.C. holds the 
management, not the certifying public accountants, primar- 
ily responsible for the financial statements of a company re- 
leases. Management must, therefore, discharge this responsi- 
bility. It must be certain not only that the corporate books and 
records are accurately kept but that no breakdown in standard 
of performance occurs. There is no better nor more practical 
medium for obtaining reliable assurance of these results than 
through an internal auditing staff. 


AUDIT PROGRAM AND AUDIT WORK 

It is suggested that an internal audit department operate with a 
“tailor made” program of examination. These are sometimes prepared 
in cooperation with the outside public accountants and should at least 








*Delivered at Meeting of Puget Sound Chapter. 








94 The Internal Auditor 


be reviewed with them prior to initiating the work. The objective of 
every phase of the audit should be set forth in written form. Too often 
the objective is lost in the rush to perform the work. Since the system 
of internal control and the accounting policies and procedures of the 
company play such a big part in the development of a proper audit 
program, it is apparent that a good audit program cannot be prepared 
in advance of some contact with the records. The audit program should 
be modified and amended as unexpected situations develop. 


It is not necessary that the audit program be voluminous and de- 
tailed. It should set forth the general procedures and policies that man- 
agement has established together with the general audit procedures to 
be used for determining that these policies and procedures are being fol- 
lowed. It is surprising how often they differ. 


Each year the audit program should be re-challenged and revised 
if necessary. I shall never forget an experience in which I was asked 
why I had done something a certain way. My answer was because it 
had been done that way the year before. I was told in no uncertain 
terms that precedent is not a proper answer. Each year must stand on 
its own. 


Generally speaking, there has been entirely too much detailed 
checking in internal auditing work and not enough scientific sampling. 
In this respect, I recommend you read Professor Lawrence S. Vance’s 
recent book on “Scientific Method for Auditing.” The philosophy of 
test checking has been well established and eliminates a great deal of 
work. I think you will agree that what we need in auditing work is 
more “head work” and less “leg work.” 


Before leaving audit programs, I should like to point out a common 
fault in auditing work in general. It isn’t uncommon to see just as 
much stress being placed on an item such as prepaid insurance as is 
placed on inventories. Inventories are almost always more important 
dollar-wise and usually present far more difficult accounting and audit- 


W. J. PENNINGTON, is a graduate of the University of Washington with a 
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ing problems. The difference in emphasis should be more apparent al- 
though many of our present auditing texts still devote just about as much 
space to prepaid insurance as they do to inventories. 


It is important that an internal auditor be able to sort out the 
“wheat” from the “chaff.” Materiality is a very important factor and too 
often unnecessary work is completed before the auditor realizes it was 
unnecessary. A little vision and planning should eliminate much of 
this unimportant work. 


A common complaint with many auditors is that they have not 
become “memorandum conscious.” When they find something that 
appears irregular, they prefer to stop and hold a series of conferences, 
many of which would be unnecessary if they would reduce their 
thoughts to writing. It is amazing how much more clearly one thinks 
if he reduces his thoughts to writing. Many big problems dissolve and 
many problems which should require further consideration are pin- 
pointed in such a manner as to save the time of everyone concerned. I 
think accountants are inherently reluctant to write memoranda. How- 
ever, it is a field in which they should be most adept. How many times 
an apparent irregularity disappears when it is placed in memorandum 
form. If it has substance, it is much more clearly grasped in narrative 
form. 


POSITION AND PERSONNEL OF AUDIT DEPARTMENT 


In order for an Internal Auditing Department to function properly, 
it must have the respect of all departments within the company as well 
as management. The matter of respect relates directly to the stature 
of personnel within the auditing department. There should be a clear 
understanding as to the personnel needs of the internal auditing pro- 
gram. With many executives there is a strong temptation to assume 
that anyone able to grasp the operating rules and audit procedures is a 
qualified internal auditor. Under these circumstances it is no surprise 
that the internal auditor is not successful. The likely fruit of hap- 
hazard personnel policies is careless workmanship, incomplete or twisted 
facts, and ill-considered recommendations. Internal auditing under such 
conditions declines rapidly in effectiveness and usefulness. 


The internal auditor should have a sound background of experience 
in the administrative and, if possible, the operational sides of a business. 
He must be free to employ and train as members of his staff men pos- 
sessing the requisite education, technical training and aptitude for the 
work. The salary scale should be commensurate with the exacting 
requirements of internal auditing. 
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Too often the lack of prestige of the internal auditor is the fault of 
management. They have not given him a position comparable with 
his responsibility. Unless he has stature and has self-confidence, his 
findings and recommendations will not carry the weight they should. 


There is another matter concerning auditing personnel which 
deserves comment. The internal auditor and his staff are usually the 
most all-around informed, organized group that can be found in most 
organizations. For this reason there is the temptation for administrative 
and operating departments to “borrow” for any kind of extra job that 
comes along. Many jobs arise in which their services are profitably 
used; special assignments requiring skill and ability, but there are also 
many routine jobs on which a department head wants somebody to 
help him out. When this is done the internal auditor is often placed 
in the position of auditing his own work. Furthermore, this is uneconom- 
ical for the departments themselves. Internal auditors should be gen- 
erally higher paid than the rank and file of other departments. Also, 
internal auditing in its broadest sense is a full-time job. If the audit 
staff is to function properly and effectively, the time of the staff mem- 
bers must not be dissipated in routine work of other departments. 


SELECTION OF PERSONNEL AND TRAINING PROGRAM 


I should like to spend a few minutes on the recruitment and train- 
ing of personnel. I am admittedly prejudiced on this subject since I 
have been constantly exposed to it in my business experience. I am 
deeply impressed with the advantages of scientific selection and train- 
ing of personnel. Tests are now available to business firms which, while 
not infallible, help materially to select qualified personnel. These exam- 
inations test vocabulary, personality, mental alertness, supervisory 
potential, spelling, etc., and, coupled with comprehensive interviews, 
are quite indicative. To show they are not infallible, the New York 
office of a large, well-known firm decided to test the test and subjected 
their entire personnel to the newly designed tests. One of their out- 
standing men failed it miserably. 


On the other hand, I have personal knowledge of an outstanding 
graduate of one of our leading universities who showed up on the tests 
as being extremely effeminate. This characteristic had not been observed 
in several previous interviews. This firm finally turned the man down 
with certain misgivings. I later talked with the head of the firm which 
eventually hired him and he told me that they found it necessary to 
release this man after three months for the very reason that the test 
had disclosed. After working with these tests for four or five years, I am 
convinced that they are a definite aid in selecting personnel. 
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Once having hired a man, I feel it is very desirable to have a con- 
stant check on his progress. A merit rating plan is one way of doing 
this. At the completion of a suitable unit of work, the man supervising 
the particular auditor’s work is required to submit a written rating 
commenting on the man’s ability, attitude, quantity of work, technical 
ability and general demeanor. At the end of each six months’ period, 
the man is counseled with and his deficiencies and strong points are 
discussed with him. These written merit ratings also serve as a basis 
for his promotions. An attempt should be made to have the man objec- 
tively rated by more than one supervisor so that a composite opinion can 
be obtained. It is amazing what a salutary effect this has on morale. 
Surprisingly enough the men welcome these frank discussions and it 
gives them a definite yardstick by which to measure their progress. This 
also enables men who are not suited to the work to transfer into other 
work before too much time is lost. 


Many firms and industries conduct well-planned training pro 
grams during the year to better equip their men. They have found that 
the results more than offset the time spent from their jobs. Many of 
these are split on a group basis so that a man may advance into a 
higher group as he progresses in his work. 


Many of you may feel that scientific selection and training of 
personnel is terribly expensive and is suitable only for the largest of 
companies. I believe that this is not the case. I maintain that all or 
some adaptation of this program can be practiced by most companies. 
I am sure it will actually result in more competent personnel and re- 
duced costs. It is a long range program that cannot be expected to pay 
off in the first year or two. 


COOPERATION WITH THE PUBLIC ACCOUNTANT 


Contrary to what might be expected, the public accountant favors 
a strong internal audit department. In many instances the public 
accountant can reduce his work considerably by cooperating with 
internal auditors. He can, in many areas, accept the work of the internal 
auditor after subjecting the work to spot checks. The other vehicle by 
which the internal auditor will acquaint the public accountant with 
the results of his investigation, is his report. Fortunately, like the execu- 
tive to whom the reports are directed, he appreciates brevity, clarity, 
and emphasis on the more important points. 


In working with public accountants there should be (1) a pre- 
arranged program, (2) an agreement as to assignment of detail, (3) an 
exchange of working papers, (4) a joint effort on subjects vital to both 
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the accountant and the auditor, and (5) implicit confidence in each 
other. The work of the public accountant and the internal auditor should 
be complementary to each other. 


REPORTING RESPONSIBILITY 


Internal auditors in many companies have been faced with the 
handicap of an illogical position in the corporate organization. For a 
number of reasons, but principally because it either just grew that way 
or was incorrectly conceived as an accounting matter, internal auditing 
has been located in a sub-departmental zone under the chief accounting 
officer, the treasurer, or some department head. Internal auditors who 
report to their Boards of Directors, Presidents, or Assistant Presidents, 
are still less than a majority. There are many cogent arguments for 
including the internal auditor in the top management group. Internal 
auditing should be recognized as a general staff function and not allowed 
to arise or continue as a staff function within separate line organiza- 
tions. This point, as you know, has been the subject of considerable dis- 
cussion. 


In summary, I am confident that internal auditing will continue 
to prosper as a profession because it can make a real contribution to 
industry. It is important, however, that the profession continue to im- 
prove its stature so that it will deserve the top ranking that management 
must surely give it. 





INTERNAL AUDITING CHECK LIST (Cont'd) 
16. Other Assets Including Intangibles 


16.1 Ascertain whether adequate records are maintained for the 
control of office supplies and postage. 


16.2 Determine whether postage stamps are perforated or precan- 
celled to prevent their use by others. 


16.3 Determine whether advances receivable or deposits are veri- 
fied occasionally by independent confirmation. 


16.4 In case there is a suspense account, ascertain whether the 
items therein are cleared within a reasonable time. 


16.5 Determine whether adequate records are maintained to show 
when and how goodwill, trademarks, and patents were ac- 
quired. 


16.6 Ascertain whether the records disclose the cost of each of 
these intangible assets. 


17. 
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16.7 Ascertain present value. 


16.8 Determine whether patents are being amortized correctly. 


Deferred Charges 
17.1 Ascertain whether expenses chargeable to a future period are 
deferred properly. 


17.2 Ascertain whether amortization basis is correct for discount 


on bonds. 


17.3 Determine whether adequate records are maintained for the 
control of prepaid insurance. 

17.4 Ascertain whether renewals, cancellations, claims, and the 
like are handled properly. 

17.5 Make sure insurance policies are checked occasionally to pre- 
paid insurance record. 

17.6 Make sure proper control is maintained over insurance to 
take care of increases or decreases in assets. 


17.7 Ascertain whether there is proper control over that portion 
of insurance expense which may be chargeable to others. 











ARTICLES OF INTEREST 
TO INTERNAL AUDITORS 


BRUNO VOLLPRECHT, Assistant Editor, directs 
attention to the following Articles of Interest 


Internal Auditing for Management 
LAMPERTI and THURSTON 
Published by Prentice-Hall, New York, N. Y., 1953. 


The names of the authors of this new book on internal auditing are 
well-known to the members of Tue Instrrute: Frank A. Lamperti, 
an Organization Consultant with the Western Electric Co. and a 
Lecturer in Internal Auditing at Columbia University, is an active 
member of the New York Chapter while the late John B. Thurston 
will be remembered as one of the organizers of Tue Institute and 
as its first national president. Both have been practicing internal 
auditors and have been, in the past, leading advocates of what is 
often referred to in professional literature as modern internal audit- 
ing: it is fitting then that they should have collaborated to give con- 
crete expression to this modern concept of internal auditing and — 
uses to which the internal audit function, under such a concept, 
put by progressive management today. 

In their treatment of the subject, the authors construe internal audit- 
ing as a significant management function, the main purpose of 
which is to appraise and to evaluate the policies, procedures and 
controls that top management has established. Throughout this book, 
the authors point up the fact that internal auditing is an effective 
management contro. tool. They stress the techniques of internal 
auditing; and, they explain the aims and the responsibilities of the 
internal auditor. 


The authors divide the book into three parts: the first gives com- 
prehensive treatment to the subject of management controls; the 
second deals with internal auditing; and the third describes 
fully the functional audit survey. Each part of the subject mat- 
ter is developed from a historical point of view: the nature 
and function of each together with their inter-relationships are fully 
explained. Consideration is given first to problems within the sphere 
of management controls: what the controls are and how they con- 
tribute to the efficient management of a large-scale enterprise. 
There is then discussed the objectives and functions of each of the 
following management controls: organization structure; accounting; 
budgets; methods and procedures; and, finally, internal auditing. 


The contribution and place of internal auditing within the area of 
management control are then established and the relationship of 
internal auditing to cost accounting and to other controls is clearly 
delineated. The second part of this book is devoted to a definitive 
treatment of the subject of internal auditing proper: the techniques 
and services of the internal auditor are emphasized; audit objec- 
tives and audit procedures for such financial activities as cash, re- 
ceivables, inventories, payrolls, and fixed assets are outlined; and, 
finally, the preparation of audit reports so that they will serve as 
a direct means of communication between line operations and top 
management is fully explained. In the third section of the book 
there is described, in detail, a relatively new appraisal technique, 
the audit survey. In the words of the authors, the survey can be 
best defined “as a comprehensive examination and analysis of the 
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detailed organization, methods and controls governing any given 
function in the operation of a business.” The objectives of this type 
of audit program are set forth and functional surveys of such non- 
accounting activities as procurement, traffic, advertising and market- 
ing are described. 


A noteworthy feature of this book is the material found in the 
appendices. There are included a typical internal auditing manual, 
a suggested outline for a training course for internal auditors and 
the results of a questionnaire survey of the auditing practices of 200 
companies. 


This book has much to recommend it, both for students and for 
practicing auditors: it treats comprehensively the control aspects of 
industrial management; it brings into focus management's needs 
within this area; and it re-states the aims and the responsibilities of 
the internal auditor in the light of management's needs today and 
tomorrow. 


(560 Pages — Price $8.65) 


Control of Decentralized Accounting in a Multi-Plant Organization 
CARL M. BLUMENSCHEIN, Controller, Container Corporation of 


America 
Published in The Controller, February 1953 


Mr. Blumenschein describes first the function of decentralized 
accounting in his company, stating that at each plant there is 
performed all of the accounting functions necessary to produce the 
following: an earnings statement, the supplementary statements 
needed by the local manager to operate his plant efficiently, and 
separate reports for the head office. 


In order to bring the control program into focus the author des 
cribes his company *s organization structure as it pertains to the 
accounting function: at each plant there is a plant office manager 
who performs the controllership duties for the plant general man 
ager who, in turn, reports to the divisional vice president. Mr. 
Blumenschein stresses the fact that the individual in charge of 
accounting at plant level reports to the plant general manager and 
not to the company controller. In his company’s scheme of things, 
the local general manager is given considerable freedom of action 
in running the plant and the accounting function is decentralized 
mainly to serve his needs. 


Mr. Blumenschein describes the following methods of controlling 
decentralized accounting operations as they are used within his 
company: 

1. Uniformity of reports and methods. 
Written procedures 
Study of statistical reports. 
Operation of the internal auditing department. 


oO > Ww lo 


Recognition of the importance of the individual to his job 
and his value to the company. 


Of particular interest is the author’s discussion of the internal audit 
function in the set-up. He states first that it is an activity designed 
to audit the procedures of the office, i.e., the accounting procedures. 
The internal auditor renders assistance to the local office manager 
by discussing with him procedures used elsewhere in the organiza 
tion which have proven to be effective and successful, and the 
internal auditor assists the local office manager in his relation- 
ship with other members of the local management team. At the 
completion of his review of procedures, the internal auditor dis 
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cusses—on the spot—his findings and recommendations for improve- 
ments. The auditor’s detailed report is written later, and copies are 
submitted to the controller, the divisional vice-president and the gen- 
eral manager. 


In retrospect, the author points up the fact that successful control 
in such a widely scattered organization as his, lies in the establish- 
ing of a sound method of systems and procedures and, above all, 
in the ability of internal auditors to make plant managers procedure 
conscious. 


Internal Auditing As An Aid To Management 


WILLIAM T. JEROME Ill, Research Associate in Business 
istration, Harvard Business School. 


Published in the Harvard Business Review, March-April 1953 


In this article Mr. Jerome examines those aspects of the internal 
auditing function which are usually identified with the modern con- 
cept of internal auditing. The author’s observations and findings 
are largely the outgrowth of personal visits to a number of large 
manufacturing companies and the discussions he had with the 
internal auditors and other management people of those companies. 
The present report describes the nature of the modern internal 
auditing concept as applied in practice by those companies. 


At the outset, the author points up the fact that the change, during 
the past decade, in the internal auditing function of modern large- 
scale management has been one of degree and scope rather than 
one of procedures. Internal auditors are still concerned with the 
verification and accuracy of the figures shown in their companies’ 
financial statements, but they are more concerned with an appraisal 
of company operations; mainly to see that those operations are in 
compliance with established policies and procedures. Furthermore, to 
quote the author, “the primary purpose of an internal audit investi- 
gation today is to determine whether proper safeguards have been 
established by management at all operating levels so that the com- 
pany will receive full value for each dollar of expense incurred.” 


Mr. Jerome explains how this transition in internal auditing came 
about and how the increased scope of internal auditing arose out 
of management’s needs for such an administrative tool in the light 
of expansion of facilities and decentralization of operations. Among 
management's problems arising out of the trend towards decentral- 
ization of operations are management’s need for competent execu- 
tives to fill treasury or controllership jobs, the need for a liason be- 
tween the home office and the field, and the need for a catalyst to 
facilitate administrative control. To a great extent, the author con- 
tends, the modern internal auditing function has fulfilled the needs 
outlined; and the then proceeds to show and to illustrate the ways 
in which modern internal auditing has filled those needs. 


Mr. Jerome points out that while there are many opportunities 
for the internal auditor to render service to management there are 
also pitfalls to avoid and obstacles to overcome if he wishes to gain 
company-wide acceptance. The major obstacles stem from a natural 
resistance to the auditor upon the part of those whose work is being 
audited. This can be overcome, he says, provided that the internal 
auditor exhibits some skill in human relations plus competency in 
audit techniques and, even more important, provided that the true 
objective of the auditing function is made clear to all operating per- 
sonnel. To illustrate, he discusses some of the better ways in which 
to handle the deficiencies disclosed in an audit report, the human 
relations aspects of which are not to be minimized. With respect to 
the larger problem of gaining company-wide acceptance, Mr. 
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Jerome describes some of the techniques he has seen used by suc- 
cessful auditors. 

In conclusion, Mr. Jerome points up the appraisal aspect of the in- 
ternal auditing function; he lists and describes the ways in which 
internal auditing departments have helped management; and lastly, 
he emphasizes the fact that internal auditing is an effective adminis- 
trative tool used by management to facilitate control. 
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fication Programs 


KENNETH H. BERGSTROM, The Yale and Towne Manufacturing 


Co. 
Published in The Journal of Accountancy, April 1953 


In this paper Mr. Bergstrom presents the requisites of good office 
systems; he discusses the thinking which governs procedures work 
and he presents a typical systems study. He stresses the im- 
portance of gaining the cooperation and participation of the operat- 
ing personnel when installing new procedures, or improving an 
existing procedure. 

Essential to good systems work, the author contends, is a clearly 
defined organization structure. Functions and responsibilities must 
be well-defined. Management and systems people must work in 
mutual cooperation in order to carry out effectively the basic plan 
of top-management. 

As an illustration of a typical systems study, Mr. Bergstrom des- 
cribes in detail the steps that were taken to effect better procedure 
and organization in the processing of sales orders, an operation in 
volving much paper work. He emphasizes the need for investigating 
all the existing facts concerning the methods presently in use and 
the reasons for each task. He describes the function of the process- 
flow charts and how useful a tool they can be, both in reviewing the 
system and in facilitating the work simplification program. 


The author recommends strongly that the systems analyst when 
called in to improve procedures should seek and encourage the active 
cooperation of the line personnel. Much is to be gained by the 
systems man and the clerical force working together as a team; 
and its importance to good systems work is indicated by the author’s 
concentration upon what he calls group “procedure thinking.” He 
outlines possible ways of encouraging the operating people to par 
ticipate in a systems study and he points up the advantages gained 
and the over-all benefits derived where the systems man and the 
clerical force both contribute to better procedures and organization 


Methods of Embezzlement—and Protective Measures 
R. C. TAYLOR, General Auditor, The B. F. Goodrich Co. 
Published in the N.A.C.A. Bulletin, February 1953, Section 


Mr. Taylor is mainly concerned with what he calls danger signals 
related to embezzlement and some of the principal methods used by 
embezzlers, or defaulters, in the past. Instead of describing case his- 
tories in order to illustrate, or point up, any one method, the author 
presents a list of seventeen danger signals related to embezzlement 
and a list of forty-six principal embezzlement methods, both in 
neatly tabulated form. He discusses also, in a general way, methods 
of prevention and protection. 


The author points out that while many embezzlements are cleverly 
laid out schemes, most of them start in small amounts; that where 
there is a sound system of internal control, they could not have hap 
pened to begin with; or, they would have been difficult to continue. 
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As an example, he describes in detail some of the procedures used in 
stealing cash and small tools; he points up the fact that the defaulter 
starts with small amounts which increase until detection. 


In respect to methods of prevention, the author feels strongly that 
one of the best methods lies in a sensible system of internal control. 
Such a system—the procedures of which having been designed by a 
good systems man—can eliminate and prevent opportunities for 
stealing. Periodic reviews by internal auditors for adequacy of the 
system will lock the doors on opportunity to steal. Another protec- 
tive measure is a periodic detailed audit by a firm of public account- 
ants, especially, where the company does not have an internal audit 
staff. A final, but effective, protective measure is a management 
which is control-conscious, especially cost control. 


Subject: Better Accounting—Through Professional Development 
Published by the American Institute of Accountants 1952 


This volume comprises the complete text of papers presented at the 
65th annual meeting of the American Institute of Accountants, held 
last fall in Houston, Texas. The technical papers included cover a 
wide range of interests in the field of accounting and are of primary 
interest to members of the public accounting profession. The scope 
of the text can be better gleaned from the following aspects of the 
subject-matter, each of which is discussed by several speakers: 

Professional Accounting Training 

Supervision of Audit Engagements 

Case Approach to Inventory Problems 

Professional Conduct 

Governmental Accounting and Auditing 

Tax Session 


Subject: Direct Costing 


By: Committee on Research of N.A.C.A.—Research Series No. 23 
Publis i A.A. in, il 1953, Section 3 


This particular N.A.C.A. bulletin contains the results of a research 
project on direct costing, initiated in the spring of 1952 by that 
organization’s committee on research. That such a study was needed 
is evidenced by the growing interest in the subject; the articles that 
have appeared, from time to time, in the professional literature; 
and the discussions on the subject at meetings of professional 
accounting societies. The present study reports the findings to date 
of that committee concerning the purposes and techniques of direct 
costing. 
The first chapter is devoted to the development of the subject- 
matter under the following categories: definition of direct costing; 
scope of this study; history of direct costing; management’s need for 
direct costing; and the background of direct costing. 
Various considerations of direct costing in the light of its tech- 
niques and current application are discussed in detail under the 
following chapter headings: 

Determining Fixed and Variable Components of Costs. 

Accounting Procedures Under Direct Costing. 

Direct Costing’s Contribution to Profit Planning 

Direct Costing for Profit Measurement. 

Inventory Cost—The Balance Sheet Point of View. 
In this presentation of findings it is pointed out, both in the intro- 
duction and in the text, that since the direct costing method is rela- 
tively new, and since the uses to which it has been put have not 
been extensive even among a limited number of companies, a final 
appraisal of direct costing cannot be made. 

















Publications of The Institute of Internal Auditors 


Internal Auditing in !ndustry 
Edited by VICTOR Z. BRINK and BRADFORD CADMUS 
This volume—developed under the direction of the Research Committee of 
The Institute of Internal Auditors—is devoted to the specialized techniques and 
lems of intarnal contro! and internal auditing in eighteen diversified indus- 
ies.. Those which have been selected represent @ broad cross-section of modern 
ness—from mining to motion pictures, from petroleum refining to public 


utilities. Price $5.00 


Internal Auditing: Management Acceptance—Bibliography 


ADDRESSES PRESENTED AT THE TENTH ANNUAL CONFERENCE 
OF THE INSTITUTE 


This volume comprises tw> sections: Part |, Internal Auditing — Management 
Acceptance, contains the pepers presented at the technical sessions of The 
institute's Tenth Annuel Conference and at the luncheon meetings: Part Il, A 
Bibliography of internal Auditing, the listings of internal euditing literature 
show all material by subject and by author. 








225 pages—Price $3.50 
76 pages—Bibliography Only—Price $1.50 


Internal Auditing Philosophy and Practice 


Edited by CHARLES J. FUE 
PAPERS PRESENTED During the 1942 - 1943 Season of THE INSTITUTE 
This volume comprises six parts: |. Internal Auditing Techniques, |!. Internal 
Auditi and Maenegement, I!!. Interns! Auditi and Public Accounting, IV. 
internal Auditing and the Securities and Exchange Commission, V. Internal Audit- 
ing and Wartime Problems, and Vi. internal Auditing end the Future. 








Internal Auditing Looks Ahead 


A SYMPOSIUM of Addresses Presented at the 
SEVENTH ANNUAL CONFERENCE OF THE INSTITUTE — 1948 
A consideration of internal auditing problems and professional goals of the 
future. Subjects covered include: Research in Internal Auditing Practices, Report 
Writing, Controllership and the Internal Auditor, Industrial and Public Relations 
Phases of Interna! Auditing, etc. Price 





Transfer Binders 


FOR ISSUES OF THE INTERNAL AUDITOR 
Designed in box form to hold eight issues (two years) of The Internal Auditor. 
Price $2.50 


Order any of above publications from your favorite bookseller or directly from 
INSTITUTE OF INTERNAL AUDITORS, 120 Wall Street, New York 5, N. Y. 








Other Publications on Internal Auditing 


INTERNAL AUDITING—by Victor Z. Brink $5.00 
Ronald Press—15 East 26th Street—New York 10, N. Y. 


INTERNAL CONTROL STANDARDS AND RELATED 
AUDITING PROCEDURES $5.00 


by WALTER H. KAMP and JAMES A. CASHIN 
Brock and Wallston—39 Atlantic Street—Stamford, Conn. 


BASIC INTERNAL AUDITING, PRINCIPLES AND TECHNIQUES 
by JOHN B. THURSTON 
International Textbook Company—Scranton, Pa. 


INDUSTRIAL INTERNAL AUDITING 


by W. A. WALKER and W. R. DAVIES 
McGraw-Hill Book Company—New York, N. Y. 




















